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FULL COMMITTEE HEARING ON HEALTH
INSURER CONSOLIDATION - THE IMPACT
ON SMALL BUSINESS

Thursday, October 25, 2007

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON SMALL BUSINESS,
Washington, DC.

The Committee met, pursuant to call, at 9:30 a.m., in Room 2360
Rayburn House Office Building, Hon. Nydia Velazquez [Chair-
woman of the Committee] presiding.

Present: Representatives Velazquez, Gonzalez, Cuellar, Altmire,
Clarke, Ellsworth, Sestak, Higgins, Chabot, Bartlett, and Fallin.

OPENING STATEMENT OF CHAIRWOMAN VELAZQUEZ

ChairwomanVELAZQUEZ. Good morning. I call this hearing to
order to address Health Insurer Consolidation--The Impact on
Small Business.

Access to health insurance is an area of concern to small busi-
nesses. The rising costs of health care are regularly cited by small
firms as one of their biggest worries. Small businesses need to have
choices in the health insurance marketplace. It is imperative that
the marketplace is diverse and competition flourishes.

It is also critical that small medical providers are able to con-
tinue offering services. Physicians and other providers must be able
to operate on a level playing field with health insurers and be re-
imbursed at fair rates. If not, quality of care will decline, and it is
the patient who ultimately will suffer.

Consolidation in the health insurance industry is one area of spe-
cial concern that has a direct impact on these issues. Because these
mergers affect access to care and influence the quality of medical
services, they command careful scrutiny by regulators. Unfortu-
nately, the health insurance industry, like a number of other in-
dustries, has seen a general lack of enforcement of antitrust laws.

Earlier this year, The Wall Street Journal reported that the Fed-
eral Government has nearly stepped out of the antitrust enforce-
ment business. While some mergers benefit consumers and in-
crease the competitiveness of U.S. companies, others pose substan-
tial risks to competition and innovation.

The health insurance marketplace has become increasingly con-
centrated in recent years. Consolidation has left small businesses
with fewer choices, and physicians with diminished leverage to ne-
gotiate. In the majority of metropolitan areas, a single insurer now
dominates the marketplace. If individuals and small businesses
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cannot get health coverage through the dominant insurer, they
may not be able to find alternatives.

Recent mergers in the health insurance industry has tended to
not generate efficiencies that have lower costs for small businesses
or improved coverage. Premiums for small businesses have contin-
ued to increase without a corresponding increase in benefits. Con-
sumers are facing increased deductibles, co-payments, and co-insur-
ance, which have reduced the scope of their coverage.

When operating in highly concentrated markets, physicians often
find they are stuck with take it or leave it contracts. The Depart-
ment of Justice has recognized that physicians face special difficul-
ties in dealing with health insurers--namely, it is very costly for
them to switch from one insurer to another.

Replacing lost business for a physician by attracting new pa-
tients from other sources is very difficult in our current health care
system. Physicians face barriers in attracting potential new HMO
patients, since they are filtered through an HMO plan. Physicians
struggle to maintain the quality of care in the face of reduced reim-
bursement--a large administrative burden.

When physicians are forced to spend less time on each appoint-
ment, ultimately it is the patients that suffer. It is essential that
competition remains vibrant in the health insurance marketplace.
Not surprisingly, studies have found that when competition de-
clines premium costs generally go up. The rising costs of health
care are leading to greater numbers of uninsured, and less small
businesses and individuals can afford to pay premiums.

Small businesses continue to be burdened by the high cost of
health care. These rising costs of health insurance is one of the pri-
mary reasons the ranks of the 46 million uninsured Americans con-
tinue to grow. Tragically, 18,000 Americans lose their lives each
year because of a lack of health insurance. We need to ensure that
providers are on a level playing field, and small businesses and in-
dividuals have choices when it comes to health care.

I yield now to Ranking Member Chabot for his opening state-
ment.

OPENING STATEMENT OF MR. CHABOT

Mr.CHABOT. Thank you very much, Madam Chairwoman. I want
to apologize for being a couple of minutes late. It was one of those
mornings where just too many things scheduled and just couldn’t
make it to everything on time. So I apologize.

And I want to thank the Chairwoman for holding this important
hearing on the impact of mergers and increasing concentration in
the health insurance market. This hearing continues this Commit-
tee’s examination of the cost of health care on small businesses,
both as purchasers of health care and as providers.

The Supreme Court has stated that “The unrestrained inter-
action of competitive forces will yield the best allocation of our eco-
nomic resources, the lowest prices, the highest quality, and the
greatest material progress.” In short, competitive markets rep-
resent the cornerstone of American progress and the success of our
democracy. Antitrust laws were established to protect these pre-
cious values. By providing a mechanism to ensure that competition
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is not unreasonably hindered, the antitrust laws can be seen as
further bracing the competition foundation of this country.

When mergers occur, that may reduce competition. It behooves
the Justice Department or the Federal Trade Commission to closely
assess the value of these mergers. That is particularly crucial in
the context of health care. When the members of this Committee
travel back to their districts, they are put face to face with con-
stituents and small business owners that struggle every day to
cope with the rising costs of obtaining or providing health care.

If the number of companies that supply health insurance con-
tinues to decrease, basic economics suggest that costs of obtaining
health care coverage will increase. It then becomes vital to assess
the impact of industry consolidation on small business owners who
already have significant difficulty in obtaining health insurance
coverage.

Today, we have witnesses that represent small business pur-
chasers of health care who will inform the Committee of the in-
creasing difficulty that they have in obtaining health care coverage
at reasonable costs that are not made any easier as concentration
in the industry increases. In addition to the obvious effects on pur-
chasers of health care coverage, it is important to remember that
many providers of health care are small businesses.

If concentration increases in the health insurance industry, then
the multitude of providers are faced with the market power of a
very large single purchaser that will be able to dictate prices and
the service rendered. And if the prices do not cover the physician’s
costs, physicians will stop seeing patients, thus reducing choice
even more. Of course, in addition to the bulwark of antitrust laws
to protect competition, another avenue is to increase competition in
the provision of health insurers.

This Committee, under the former Chairman, Mr. Talent, took
the lead in promoting competition in the health insurance market
by creating association health plans. The House, on a number of oc-
casions--I believe six times in a five-year period--passed association
health plan legislation that unfortunately died in the Senate.

The Chairwoman, Chairwoman Velazquez, should be commended
for her courageous votes in support of association health plans.
Given their potential to reduce costs and increase competition, I
think the Committee seriously needs to investigate the resuscita-
tion of that concept.

I look forward to a thoughtful discussion from the panel of wit-
nesses, a very distinguished panel I might add that we have here
today, and their ideas on how to protect and improve competition
in the health insurance markets. And, again, I want to thank the
Chairwoman for holding this important hearing, and I yield back
my time. )

ChairwomanVELAZQUEZ. Thank you, Mr. Chabot.

And we are going to start with our first witnesses, and let me
just take this opportunity to thank all of you for being here today.
We are going to have a timer in front of you. Green means you go,
and then the red one means five minutes are up. Each one of you
will have five minutes to make your presentation.

Dr. Plested, Dr. William Plested, is our first witness. He served
as the President of the American Medical Association from June
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2006 to June 2007. Dr. Plested is a cardiovascular surgeon and has
been in private practice in Santa Monica, California, for more than
35 years. The American Medical Association is the nation’s largest
physician group and advocates on issues vital to the nation’s
health.

Thank you, and welcome.

STATEMENT OF DR. WILLIAM G. PLESTED, III, IMMEDIATE
PAST PRESIDENT, AMERICAN MEDICAL ASSOCIATION,
BRENTWOOD, CALIFORNIA

Dr.PLESTED. Thank you, Madam Chair. My name is Bill Plested.
I am a past president of the American Medical Association and a
cardiac surgeon from Santa Monica, California. I want to thank
you very kindly for inviting me to testify today and for holding a
hearing on this exceedingly important issue--health insurance con-
solidation.

Consolidation in the health insurance market is critical to the
AMA, because physicians are both patient advocates and small
business owners. Physicians have primary responsibility for advo-
cating for their patients, and they also are small business that
want to provide health care insurance for their employees.

Physicians’ ability to perform either of these vital functions, how-
ever, has been severely compromised by growing consolidation in
the for-profit health insurance market. This consolidation has left
physicians with little leverage against unfair contract terms that
deal with patient care and little control over their own employees’
rising health insurance premiums.

As you all know, our market performs optimally when consumers
have a choice of competing products and services. Increasingly,
however, choice in the health insurance market has been severely
restricted as health plans have pursued aggressive acquisition
strategies to assume dominant positions.

In the past decade, there have been over 400 mergers. Contrary
to claims of greater efficiency and lower cost, these mergers in fact
have led to higher premiums and decreased patient access to care.
If the current trend continues, we fear it will lead to a health care
system dominated by a few companies that, unlike physicians, have
an obligation to shareholders, not to patients.

Our worst fears may be realized in Nevada where we have urged
the Department of Justice to block the merger of the United Health
Group and Sierra Health Systems. This merger would have a dev-
astating impact on Nevada’s patients and physicians and would re-
verberate throughout the health care system as a harbinger of un-
restricted consolidation, would drastically reduce competition, and
severely limit health insurance choice for employers and individ-
uals in Nevada.

The United-Sierra merger would give United a 94 percent HMO
market--share of the HMO market in Clark County and an 80 per-
cent share of the HMO market in the entire State of Nevada. Ne-
vada is in need of more competition, not less. The State currently
ranks 47th in the country for access to care and 45th in access to
physicians. This merger would push Nevada even further down
these lists by exacerbating physician shortages.
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Competition is essential to the delivery of high quality health
care services, and this merger would serve only to further dis-
advantage an already challenged Nevada health care system. Con-
solidation is not benefiting patients. Health insurers are recording
record high profits while patient health insurance premiums con-
tinue to rise. In fact, United and Wellpoint have had seven--seven
years of consecutive double-digit profit growth that has ranged to
20 to 70 percent year after year.

In addition to compelling results of the AMA’s annual competi-
tion study, many areas across the country exhibit characteristics
typical of uncompetitive markets and growing monopolistic behav-
ior. These include significant barriers to entry for new health in-
surers, the ability of large entrenched insurers to raise premiums
without losing market share, and the power of dominant insurers
to coerce physicians into accepting unreasonable and unjust con-
tracts.

The AMA believes that the Federal Government must take steps
to address the serious public policy issues raised by unfettered
health insurer consolidation. The current situation in Nevada is
emblematic of the total absence of boundaries and enforcement cur-
rently applied to health plan mergers.

Therefore, we respectfully encourage this Committee to urge the
DOJ to enjoin the merger of United and Sierra. By so doing, the
Committee would be taking a meaningful step on behalf of Amer-
ica’s patients towards correcting the existing inequities in the
health care market.

Thank you.

[The prepared statement of Dr. Plested may be found in the Ap-
pendix on page 27.]

ChairwomanVELAZQUEZ. Thank you, Dr. Plested.

Our next witness is Mr. Robert Hughes. He is the President of
the National Association for the Self-Employed. Mr. Hughes has
managed his own accounting practice, Hall & Hughes, in Dallas/
Fort Worth, for the past 20 years. NASE represents hundreds of
thousands of entrepreneurs and microbusinesses and is the largest
non-profit, non-partisan association of its kind in the United
States.

Welcome.

STATEMENT OF ROBERT HUGHES, PRESIDENT, NATIONAL
ASSOCIATION FOR THE SELF-EMPLOYED

Mr.HUGHES. Thank you very much. It is our pleasure to be here
this morning, and thank you, Ms. Chairwoman, for the invitation.

As a representative of over 250,000 microbusinesses across the
country, the NASE is committed to addressing the issue of afford-
able health coverage. I am here to tell you that health care costs
and coverage premiums are adversely affecting microbusiness and
impairing their ability to grow, compete, and succeed.

In addition to the high cost of health coverage, it has a serious
personal impact on business owners and their employees. Often-
times, the small business will sacrifice saving for retirement, put-
ting money aside for their children’s education, and addressing
other personal needs to redirect funds to health coverage in order
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to stay insured. Of course, the worst result of mounting premiums
is dropping coverage all together, which puts their business, their
employees, their family, and themselves at risk when they face
even a minor medical event.

In a 2005 survey, the NASE found that the majority of micro-
business owners, those businesses with 10 or less employees, do not
have for themselves, nor do they offer, health insurance to their
employees. Most alarming is the rate at which premiums for micro-
businesses have been increasing. In a similar health study con-
ducted in 2002, microbusinesses indicated the median premium in-
crease for the year before was a little over 11 percent.

In 2005, microbusiness owners were experiencing a median pre-
mium increase of over 17 percent. Premium costs are the single
most important factor that determines whether a business owner
will insure himself and provide coverage for employees. Thus, the
key question here today is if the increasing number of mergers
among health insurers is playing a role in premium increases.

The self-employed and microbusinesses purchase health insur-
ance in either the small group market or the individual market.
The small group market is much more restrictive and regulated,
which reduces, in our opinion, competition and availability. The
NASE believes that minimization of insurance carriers due to con-
solidation, compounded with a concern of high risk in the small
group segment, and excessive state regulation leave small business
with minimal options to set up small group health plan, and is a
factor contributing to high premiums in insurance markets.

A 2005 GAO report highlighted that the median market share of
the largest carrier in the small group market was 43 percent, up
10 percent from just three years earlier. The five largest carriers
in the small group market, when combined, represented three-
quarters or more of the market in 26 of the 34 states that partici-
pated in the GAO study. The dominance of a few carriers in the
small group market was also supported by studies from the AMA
and leading health insurance experts.

How, then, is this lack of competition affecting insurance pre-
miums? Well, let me give you a quote from one of our members,
a freelance writer from Geneva, Illinois. “The lack of competition
among health insurers absolutely affects my insurance cost, as well
as the quality and scope of coverage I can barely afford. Our state’s
non-competitive health care insurance environment, due to the mo-
nopoly of one or two carriers, places all of the leverage in the hands
of the insurers. I can’t vote with my feet and dollars if I have no
alternatives from which to select.”

David, along with other microbusiness owners, will tell you that
competition plays a central role in improving quality, spurring in-
novation, and keeping prices down. Research has indicated that
health plans have increased premiums consistently above the rate
of growth in costs. Cumulative, the premium increases for the last
six years have exceeded 87 percent, which is more than three times
the overall increase and medical inflation of 28 percent.

Why have insurance companies increased rates at these paces?
I guess the simple answer is: they can. I believe that the current
state regulatory climate plays an even more critical role in keeping
costs high and impairing competition. State mandates are an issue.
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Some believe that state mandates increase insurance premiums by
as much as 20 percent or even more.

Microbusiness owners have long been a proponent of market-
based solutions for dealing with our health care system. However,
competition without competitors will not deliver the desired incen-
tive for health care improvement. The NASE urges Congress to ad-
dress the disparities in individual and group markets. There are
over 20 million non-employer firms in America. Certainly, they
have access to, and choice of, health care coverage at a very limited
basis, and that issue should be addressed.

Increasing insurer competition for the strong economic market
segment, addressing state insurance regulation and mandates, and
creating equitable federal tax treatment for these non-employer
firms, are key to increasing access to affordable health coverage.

[The prepared statement of Mr. Hughes may be found in the Ap-
pendix on page 39.]

ChairwomanVELAZQUEZ. Thank you, Mr. Hughes.

Our next witness is Dr. James D. King. He is the President of
the American Academy of Family Physicians. Dr. King is in private
practice in the rural community of Selmer, Tennessee. He serves
as the Medical Director of Chester County Health Care Services.
The American Academy of Family Physicians is one of the largest
national medical organizations with more than 94,000 members in
50 states, the District of Columbia, Puerto Rico, the Virgin Islands,
and Guam.

Welcome.

STATEMENT OF DR. JAMES D. KING, PRESIDENT, AMERICAN
ACADEMY OF FAMILY PHYSICIANS, SELMER, TENNESSEE

Dr.KiING. Thank you. On behalf of the Academy, I appreciate the
concern about the effect of consolidated health plans on family phy-
sicians. We are members of the small business community, and
also are professionals concerned about the effective delivery of
health care to our patients.

Consolidation of health insurance plans have created a profound
imbalance that hurts the ability of family physicians to negotiate
contracts. This is harmful to our practices, but also means that
many of our patients cannot find the primary care physicians who
accept their insurance.

According to the industry analysis, between 1992 and 2006 the
number of health insurance companies dropped from 95 to 7. The
American Medical Association reports that 280 U.S. markets, at
least one-third of the covered lives, are members of a single largest
insurer in that market. In the U.S., only two insurance companies
cover one-third of all insured Americans.

This market concentration gives health plans huge power to de-
termine the coverage and payment terms. Let me give you a snap-
shot of how this affects the individual member. Nearly two-thirds
of the patients of a solo family physician in Colorado are insured
by one commercial payer. This situation occurred because of a
merger. When this doctor made the case for a payment increase to
keep pace with inflation, he was told by the insurance company,
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“As a solo physician, you are the weakest economic unit and must
take what we decide to give.”

That single statement bluntly and accurately describes our prob-
lem. As the economic heavyweights, health plans have no incentive
to agree to physician requests. When a doctor doesn’t agree to the
terms of the contract, the plan just removes the practice from the
network. This means that patients essentially are denied access to
their physicians.

In most cases, family doctors stick to their patients and sign un-
tenable contracts. These contracts can affect many aspects of the
practice. They dictate treatment decisions, require the use of spe-
cial labs, require peer-to-peer requests for prior authorizations, de-
mand completion of multiple-page forms, and delay payment while
requiring responses to endless questions.

Many insurance contracts even allow the health plan to change
the terms at any time without notifying the physician simply by
posting new information on their web site. These business practices
may increase the profit--may increase the profits of the insurance
company, but they create enormous burdens for our small and solo
practices and may hurt patient care.

As a result, more primary care physicians are driven to work in
other settings, such as emergency rooms, in cash only practices.
Some leave medical practice all together. Worst of all, payment
rates and other contract terms are unrelated to quality of care.

Let me give you another quick story. A family physician who had
been honored several times as the best physician in Arizona, who
had more than 100 physicians as his patients, and who received
the highest possible rating from his health plans for quality and ef-
ficiency, is taking more than $100,000 out of his savings each year
just to keep his practice afloat. Despite his good work, he has been
unable to negotiate higher payment rates with insurers.

Speaking more broadly, insurance plans consolidate threaten--
consolidation threatens the potential for quality improvement in
U.S. health care. For example, family medicine and other primary
care specialties are advocating for the patient-centered medical
home for all Americans. This medical home would be a practice
that has been transformed to offer comprehensive, continuous, and
coordinated care to our patients.

Experience with health systems based on primary care in other
industrialized nations have demonstrated the exceptional value of
a medical home in terms of quality and cost effectiveness. However,
the success of the medical home depends on a long-term relation-
ship between the physician and the patient. This relationship can
be threatened, even destroyed, if insurance companies dictate the
tflrms of the medical practice and limit our patients’ freedom of
choice.

The AAFP recommends changing antitrust laws so that physi-
cians can be true market participants. The current statutes were
established years ago during a very different competitive environ-
ment. Under these outmoded laws, physicians are barred from dis-
cussing the financial aspects of their practice with any entity unre-
lated to their practice. In contrast, insurance companies use mar-
ket share and shared economic strength to carry out near monopo-
listic behavior.
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AAFP commends the Committee for highlighting the significant
problems resulting from health insurance consolidation. Family
physicians, many of whom provide health care in small and solo
practices in rural and other under served areas, feel the effect of
the insurance consolidation as they attempt to negotiate in an envi-
ronment that is stacked against them.

Again, I want to thank you for this opportunity to provide this
testimony, and I look forward to answering your questions.

[The prepared statement of Dr. King may be found in the Appen-
dix on page 44.]

ChairwomanVELAZQUEZ. Thank you, Dr. King.

And now the Chair recognizes Dr. Chabot for the purpose of in-
troducing our next witness.

Mr.CHABOT. Thank you very much, Madam Chair. I would like
to introduce Mr. Office. He is the Vice President and General
Counsel for Victory Wholesale Group, which is headquartered in
Springfield, Ohio. Mr. Office is currently sponsorship chair and a
board member of the Southwest Ohio Chapter of Association of
Corporate Counsel.

Victory is a national wholesale distributor of grocery, health and
beauty, and pharmaceutical products, and we are very pleased to
have a fellow buckeye here this morning. And we welcome you and
are looking forward to hearing from you, Mr. Office.

Thank you.

STATEMENT OF JAMES R. OFFICE, GENERAL COUNSEL,
VICTORY WHOLESALE GROCERS, SPRINGBORO, OHIO

Mr.OFFICE. Thank you, Madam Chairwoman, Representative
Chabot, and members of this Committee, for inviting us to discuss
this important issue.

Victory Wholesale Group appreciates the opportunity to submit
these comments to the Committee. The rising and out-of-control in-
creases in health costs is a very important subject to us and every
other small business across America. Health insurance consolida-
tions are a large contributor to the increased health costs. One of
Victory’s largest expenses is for the health care coverage that it
provides its employees.

Let me first tell you a little something about Victory. Some of
you may know something about Victory through our involvement
in and grants over the many years to the Congressional Hunger
Foundation. Victory is a group of family-owned separate companies.
The first was established in 1979. Our businesses include a whole-
sale grocery distributor, a food marketing company, a public ware-
house business, a contract packaging business, a pharmaceutical
wholesale distributor, a promotional items distributor.

Victory has a small number of employees and businesses in over
22 states, including Ohio, New York, Florida, California, Nevada,
and the Commonwealth of Puerto Rico. Health insurance is the cor-
nerstone of benefits that Victory provides its employees. Victory
has tried different health care plan models, including fully insured,
self-insured, PPOs, and HMOs, with the objective to reduce our
health insurance care costs, or to control their increases.
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Victory, having employees around the country, has not been able
to find a single affordable health care plan that covers our separate
businesses and employees on a national basis with health care pro-
Viger networks that can compete with the regional health care pro-
viders.

In Victory’s experience, insurance consolidation has led to the de-
creased competition and higher prices in the market. Let me elabo-
rate. First, we have found that controlling health care costs is near-
ly impossible. The health care industry is both fragmented and con-
centrated. It is loaded with administrative costs, it is inefficient, it
is not measured. Accounting for quality and for value just simply
doesn’t exist.

Next, we have found that the deepest discounts and best cov-
erage networks are offered on a regional basis. We have found that
the markets where we have employees are dominated by a few
large insurance carriers. Carriers with a smaller market share in
these regions generally have weak hospital and doctor networks, or
smaller discounts. Plans with fewer hospitals and doctors to choose
from are simply not very popular with employees, and, therefore,
employers.

We have found that many of the markets where we have employ-
ees have several dominant affiliate health care provider networks
or groups. These are groups of one or more hospitals and physi-
cians that have combined into an affiliation or network, and they
rent these networks to insurance companies and employers.

A few dominant health care provider networks in a region can
and do use their enhanced market clout to resist negotiating dis-
counts with insurance carriers and employers. We have found that
the dominant insurance carriers in the region generally price
health care plans for small businesses through what I would de-
scribe as experience rating, i.e. healthy groups get fairly high
prices, and unhealthy groups get very high prices.

Insurance carriers have an uncanny way of learning the health
of a group, even if they don’t insure your group. We have found
that a single serious or major health event within a group will vir-
tually eliminate competitive bids and result in much higher than
average cost increases as well as dictated structural changes in
your benefits to the group’s plan at renewal.

We have found that faced with the increasing health care costs,
employers and employees are faced with very few choices. I would
call it a menu of the lesser of evils. These options include: 1) in-
creasing the amount of premium that each employee pays each
month; 2) increasing the co-payments or deductibles; 3) imposing
changes on unhealthy lifestyles, like charging smokers or obese
people more premiums; 4) incorporating higher deductibles and
lower benefits into the plan design, and sometimes using like a
health savings account or health reimbursement accounts, which in
the end is just a cut in benefits, reducing or modifying or elimi-
nating benefits, and providing financial incentives or disincentives
to use the modified benefits.

And lastly, an option that I find is becoming a lot more common
today, which is small businesses are just eliminating offering em-
ployer-provided health insurance. Historically, small businesses
make up the backbone of our nation’s employers. Collectively, small
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businesses employ the largest number of people in the United
States. Yet because each company is small, we have almost no mar-
ket clout to help bring changes to our health care system.

Health insurance consolidation has in part created a take it or
leave it market for small businesses. Reduced competition through
consolidations both of insurance carriers and health insurance car-
rier provider networks has led to increased pricing, fewer choices
for small businesses and their employees.

[The prepared statement of Mr. Office may be found in the Ap-
pendix on page 49.]

ChairwomanVELAZQUEZ. Mr. Office, your time is up, and they
just called for a vote. So I would like to move to the next witness.

And for that purpose, I recognize Mr. Bartlett.

Mr.BARTLETT. Thank you very much. Mr. Scandlen wasn’t in his
chair when the Committee began, I suspect for the same reason I
wasn’t in my chair. I think we both probably came down 270 this
morning. I left two hours and 15 minutes before the Committee, be-
cause I really wanted to be here on time. But, unfortunately, this
was my second longest commute in 15 years of commuting that 50
miles from Frederick, Maryland, down to the Hill. So thank you
very much for braving the traffic and being here this morning.

Greg Scandlen is from Hagerstown, Maryland. He is the founder
of Consumers for Health Care Choices, a non-partisan, non-profit
membership organization aimed at empowering consumers in the
health care system. He is considered one of the nation’s experts on
health care financing, insurance regulation, and employee benefits.

He testifies frequently before Congress and appears on such tele-
vision shows as The O’Reilly Factor, NBC Nightly News, and CNN.
He has published many papers on topics such as health care costs,
insurance reform, employee benefits, individual insurance pro-
grams, HSAs, HRAs, and every aspect of consumer-driven health
care. Mr. Scandlen was the president of the Health Benefits Group
and the founder and executive director of the Council for Affordable
Health Insurance. He also spent 12 years in the Blue Cross/Blue
Shield system, most recently as the director of state research at the
national association.

Thank you very much for joining us today.

STATEMENT OF GREG SCANDLEN, PRESIDENT, CONSUMERS
FOR HEALTH CARE CHOICES

Mr.SCANDLEN. Thank you, Mr. Congressman. Thank you, Madam
Chairman, and members of the Committee. I was going to ask you,
Mr. Bartlett, for a note excusing my tardiness, but you have made
that unnecessary. Thank you very much. I do apologize for being
late, though.

I know you have a vote pending, so I will be very quick. I just
want to share a couple of thoughts with you. One is that concentra-
tion of--in this market is not an accident, and it is not an inherent
part of the small group market. When I was with the Blue Cross/
Blue Shield Association, I was--one of my responsibilities was
working with the National Association of Insurance Commissioners
on their small group reform proposals back in the late 1980s.
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And I can tell you, at the time the Commissioners and their staff
made it very clear that these reforms would do nothing to lower
cost, nothing to increase access. Their purpose was to stabilize the
market, and that was their language.

And what they meant by that was they thought there was too
much competition in the small group market. It was confusing for
employers, and they would prefer it if there were only three or four
competitors in every market. That would be easier to understand,
and, frankly, probably easier for the regulators to regulate, with a
smaller number of companies.

So I think the situation we have today is the direct consequence
of regulatory interference with the market. Many of those regula-
tions were well intentioned, but I think they all add to cost and
complexity in this market, and many, many smaller companies de-
cided they simply could not afford to comply with the various state
and changing from year to year regulations that they had to follow.
So they simply got out of the business.

Many of them were life insurance companies, and they sold off
their health books to larger carriers that were--that are better able
to afford the compliance costs associated with all of these regula-
tions. And what we have today, and as the other witnesses have
mentioned, we have coverage that is overpriced, inefficient, unac-
countable, inconvenient, and incomprehensible to the consumer.

We need--these are, I believe, the characteristics of a non-com-
petitive market. There is insufficient competition. If you don’t like
what--if you don’t like what one company offers, it really doesn’t
matter because everybody else is offering the exact same thing at
the exact same price.

This market is sorely needing innovation and efficiency. The in-
surance industry is notoriously inefficient. And back in the 19th
century when it comes to technology and computer support, larger
is not better, larger results in monopolization and a lack of innova-
tion. And there have been some proposals that have come before
the Congress that I think would help here.

One is the interstate purchase of coverage. So if I am living in
Maryland, and there is a better product available in Pennsylvania,
I would like to be able to purchase that product, and I don’t see
why I can’t. Another possibility would be an alternative federal
charter, so insurance companies could become like banks. They
could decide whether they would like to be regulated by the states
or by the Federal Government.

And if they choose the states, they are confined to doing business
in the state that is regulating them. If they choose a federal char-
ter, they can operate nationally, and Mr. Office and other multi-
state’s smaller employers would be able to purchase the same prod-
uct for all of their employees.

So I think solutions are there, but I think decisive action is need-
ed, because this market is collapsing.

Thank you very much.

[The prepared statement of Mr. Scandlen may be found in the
Appendix on page 56.]

ChairwomanVELAZQUEZ. Thank you very much.
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The Committee stands in recess and will resume right after the
vote.

[Recess.] .

ChairwomanVELAZQUEZ. Gentlemen, the Committee is called
back to order. I know the Ranking Member is on his way here.

I would like to address my first question to Dr. Plested. We all
agree that it is critical that physicians are in a position to be advo-
cates for their patients. I understand that some physicians are con-
cerned that important decisions relating to care of patients has
been taken away from them by burdensome rules imposed by in-
surers.

My question is, Dr. Plested, have these rules gotten more oner-
ous as the insurance industry has consolidated? And how do these
policies affect the doctor-patient relationship? Is the quality of care
impacted?

Dr.PLESTED. Thank you, Madam Chair, and the answer to the
question is unequivocally yes, quality of care is affected. The basis
for patient care throughout history has been based on what we call
the patient-physician relationship. And both of those partners in
that relationship have the same interest, and that is the health of
the patient. Regardless of how you change that, if you put anyone
in between that, whether that be an insurer or an employer, if any-
one else gets in between those two parties in that relationship,
their interest is different.

With an insurer, the CEO of every insurance company’s primary
interest is his shareholders, not the patient. So that it can just--
it just follows by reason that any time we dilute that basic funda-
mental relationship it is not in the interest of patients. And when
the insurer can bludgeon the physician with paperwork, with un-
necessary rules and regulations and unilateral--contracts that can
be unilaterally amended, all these things that you have heard in
the testimony today, that directly affects the care that those pa-
tients can get. .

ChairwomanVELAZQUEZ. Have you conducted any survey among
doctors regarding that doctor-patient relationship as a result of
consolidation?

Dr.PLESTED. Specifically related to consolidation, I don’t know
that we have, but we have all kinds of data about what has hap-
pened to the relationship, and consolidation is an integral part of
that. And it has all been detrimental.

ChairwomanVELAZQUEZ. Thank you, Dr. Plested.

Dr. King, the difficulty physicians have faced with the insurance
industry is in large part based upon the size of the companies and
the market share they command. Some insurance companies have
grown so large that physicians have found it difficult to negotiate
a contract with favorable terms. What has been the experience of
your members? Are they being forced to accept take it or leave it
contracts?

Dr.KiNG. The short answer is yes. I practice in a small town in
Selmer, Tennessee, west Tennessee in a rural area. And so we only
have one or two major industries to begin with, and when we only
have one insurance product they have as much as 30, 40, 50 per-
cent of the patient base for us to take care of.
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And I have been taking care of these patients for 20 years, and
all of a sudden I am dealing with an insurance company that has
offered a contract that I know is inappropriate, that is going to
interfere with the quality of care that I need to provide. And it is
tough for me even to consider making a living and supply jobs for
my employees. I am a small business, too. I have got--we have
seven physicians, we have 39 employees that we need to supply
their health care, we need to provide them with pay.

So I am a small business, but I am also providing the health
care. And if I choose to eliminate 20 percent of the patients I have
been taking care of, I don’t think too many businesses can do that.
And we are seeing that every day, that they are having to either
accept a contract that is not acceptable, that we know we can’t
make it work, or give up 30 percent of the patients we have been
caring for over years.

ChairwomanVELAZQUEZ. Thank you.

Mr. Hughes, the cost of the same health benefits are likely to be
higher for a small firm than for a large firm. How does this make
for an unleveled playing field for your members when it comes to
negotiating health insurance plans? And with increased concentra-
tion in the industry, do you expect this disparity to grow?

Mr.HUGHES. The micro-employer is in a very difficult position,
because they are facing regulation that places them into the small
group market. So even though we may have a very small employer
group of only one or two people, they are thrown into the group
market that is accordingly rated based on that group experience.

What we are seeing is a significant premium rate increases as
a result of that. The small group simply doesn’t have a chance to
compete the way the larger group does in the marketplace.

Cha‘i?rwomanVELAZQUEZ. What can be done to remedy this dis-
parity?

Mr.HUGHES. Well, one of the factors involves federal taxation. It
is clear that taxes affect social behavior, and it is also clear that
in the Tax Code today all businesses receive an exemption for the
payment of income taxes and payroll taxes on premiums that they
provide for their employees for health insurance coverage.

The exception to that rule is for the sole proprietor, the self-em-
ployed individual. That particular individual does not receive a
payroll tax deduction for these health insurance premiums, and ac-
cordingly must pay then 15 percent of payroll taxes on those pre-
miums. The effect is that if the tax law were amended to be equi-
table to all business owners, self-employed proprietors could then
reduce their premium costs by 15 percent across the board.

ChairwomanVELAZQUEZ. Thank you, Mr. Hughes.

Mr. Office, you mentioned that insurance companies may entice
employers by offering low coverage rates to new groups, and then
dramatically increase premiums or change benefits on renewals.
You mentioned that this behavior often chases competition out of
the market, thus allowing the insurer to later increase prices.
What have your experiences been with such enticement rates, and
what can your business do to respond to dramatically increased re-
newal premiums when you only have one or two other insurers to
choose from?

Mr.OFFICE. If you have any suggestions, I am open.



15

[Laughter.]

That is the thousand-pound gorilla that we face. You will get an
insurance carrier that will come into the market. And to buy mar-
ket share they will offer discounts, and most small businesses look
at price. That is a critical factor. And once they have done that, you
are moving--your numbers stay the same.

In any community, you have a certain number of people that are
insured, and you are just moving them from this bucket to this
bucket, and so this area over here loses those people and they push
out of the marketplace. Once that is done, then they do increase
the premiums. Or if, structurally, they say, “Well, we will keep
your premium the same, but here is the policy you are going to
have next year,” it is going to have fourth-tier pharmaceutical or
it is going to have higher co-pays and deductibles, or “we are not
going to cover, you know, these procedures,” or whatever.

But as a small business, you react to what they present to you.
You don’t really--and you don’t have a market to go look for to say,
“Well, what about an alternative?” So any questions are welcome.

ChairwomanVELAZQUEZ. Sure. Mr. Scandlen--and I will recognize
Mr. Bartlett--I heard when you spoke about the direct con-
sequences of state regulations that it really encourages concentra-
tion. And I know how frustrating it is. You said that one of the ave-
nues could be interstate purchase of health insurance or federal
charter.

But even without going into that, what role or how do you assess
the Department of Justice role, or lack of oversight, regarding anti-
trust laws when it comes to consolidation?

Mr.ScANDLEN. I think there is an important role for antitrust en-
forcement here. Clearly, when there are only two or three players,
when they actually merge together, that is a concern. But I, quite
frankly, think that is--that is something for the--it is not a uni-
versal solution, because if there is a company that would like to
sell its business to another company, because the first company
simply is not profitable, then antitrust enforcement there strikes
me as inappropriate.

So I guess I am reluctantly embracing antitrust in selected cases.
And, for instance, in the United-Sierra merger in Nevada, my orga-
nization was quite concerned about that and communicated with
the Department of Justice encouraging them to reject that merger,
because here were two very strong viable companies that con-
sumers we couldn’t see would derive any benefit from--from the
merger. And if consumers are not benefiting from it, then I think
it--and could actually be disadvantaged by it, then I think it is a
problem. But I don’t see it as the number one solution to this issue.

ChairwomanVELAZQUEZ. Thank you.

Now I recognize Mr. Chabot.

Mr.CHABOT. Thank you, Madam Chair.

Dr. Plested, I will start with you if I can. You noted that inves-
tigating consolidation regulators have tended to focus on physicians
rather than on health insurers. Could you expand upon that a little
b}ilt? ?VVhy do you think that is so, and what should be done about
that?

Dr.PLESTED. Well, I certainly can’t testify to the motivation of
the DOJ, but I can testify to what has happened, and it would ap-
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pear that the doctor--an individual doctor is much less able to with-
stand an assault from the DOJ. And it makes their rate of caring
actions that they succeed on exceedingly high, because it--an indi-
vidual physician just can’t withstand this.

A huge insurer certainly can, and I think the point that the
Chairman just raised is exceedingly important. What can we do, or
what can this Committee do? And the answer to that is it is time
to draw a line in the sand and say, “This is going to stop.” The an-
swers are complex, as everybody has said, and they aren’t going to
be solved in this testimony or this action. But to put down a mark-
er and say this Committee from--to the DOJ, we have got to make
it crystal clear that this is going to stop, and get this merger en-
joined, would be the necessary first step that could be made.

Mr.CHABOT. Thank you, Doctor.

MR. Hughes, if I could turn to you next. In your written testi-
mony, you urged Congress to address the inequitable tax treatment
of health insurance for individuals purchasing coverage on their
own. I really couldn’t agree more with you on that, and, in fact,
today I am reintroducing a bill that I have introduced in previous
Congresses. Unfortunately, we haven’t gotten it passed into law
yet, but we are going to continue working.

It is called the Health Insurance Affordability Act, and it is legis-
lation that would provide a tax deduction for gross income--or, ex-
cuse me, from gross income for the health insurance costs of an in-
dividual taxpayer, the taxpayer’s spouse, and dependents as well.
In other words, you know, large corporations obviously can fully de-
duct the health care costs for their employees, but an individual
basically pays for their premiums and doesn’t get to claim those for
the most part. And a lot of small businesses also aren’t able to do
so, at least to 100 percent.

Could you explain how a deduction like that would help individ-
uals in small firms?

Mr.HuGHES. Well, again, going out in the individual market, as
you indicate, those health insurance premiums are paid with after-
tax dollars, meaning that their purchasing power has been eroded
significantly. And if there is a way, a mechanism that would allow
for the deduction of health insurance premiums across the board,
whether employee or business or small business owner, then my
sense is that it is going to have the impact of bringing more people
into the marketplace, creating a marketplace that has in effect
lower ultimate cost of premiums, and theoretically that should in-
crease competition, because more insurers should go after that
market niche. So we wholeheartedly support that type of legisla-
tion.

Mr.CHABOT. Thank you very much.

Dr. King, in your written testimony you state that “As a result
of concentration of insurers, many family practice physicians in
small or solo practices have little leverage in negotiations with
health plans.” Could you discuss that briefly, and what effect that
ultimately has?

Dr.KiNG. I will be glad to. In fact, I can give you an example of
my own practice. As I stated earlier, I practice in a small town in
west Tennessee. We have a large employer there, and they changed
insurances for cost, as mentioned earlier. There was no physician
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in my county in the network that insurance product provided. And
they not only didn’t come at us with a contract we wouldn’t accept,
they didn’t offer us one at all.

Under their arrangement, all they had to do was have a doctor
within 45 miles of the plant that signed up. Then, they met all the
requirements they felt like they needed to do. And they wouldn’t
even sit down and talk to us.

And my patients had a choice to make that year. They came and
saw me and we tried to work out a way that they could pay me
for their services and we didn’t bill their insurance, or they drove
45 miles. So they were doing back and forth for an entire year until
they finally changed that plan. They chose not to make any
changes at all.

So not only do they come at us and we can’t negotiate, and this
was every physician in the county, that, you know, they have
enough, but for--with our family physicians, most of us are solo
practitioners or small groups, anywhere from one doctor to maybe
four or five. We have absolutely no leverage.

Mr.CHABOT. Thank you very much, Doctor.

Mr. Office, you mentioned that your companies maintain mul-
tiple health insurance plans to foster competition, and to help re-
duce costs. How much of an impact does this make on your overall
health insurance costs?

Mr.OFFICE. I would be happy to share some numbers with you,
which I came prepared to. But we range--for example, single only
coverage in one geographic location where I understand there is
some competition, and I am not involved in the buying there, but
they are paying $177 a month per employee. And in the area that
I work in, we are paying $570 a month. So there is a $400 dif-
ference. For family coverage, the difference is $450 versus $1,400.
So you can see that there could be significant differences.

Now, because of the regionalization I can’t go to, say, New York
or Puerto Rico where I might get a lower rate and buy a plan for,
you know, south--you know, southern Ohio where we have most--
you know, a large group of people, or Florida. We just can’t get
that, because we end up with networks. We are not going to buy
a plan and pay a premium and then get a network where there is
no doctors in that area. Our employees will--there will be a mutiny.

[Laughter.]

Mr.CHABOT. Okay. Thank you.

Mr.OFFICE. So, you know, if you are going to pay the premium,
you have to have hospitals and doctors in that network. And you
don’t want to make people have to change those choices. So there
can be a big difference.

Mr.CHABOT. One of our colleagues, John Shadegg from Arizona,
has introduced a plan over the years relative to health insurance
that would allow people to go across state lines and would undo
some of the difficulties there are with various states having dif-
ferent requirements and regulations and keeping companies out
that aren’t necessarily in a particular state. So it is something that
we probably ought to look at.

Finally, Mr. Scandlen, in your written testimony you discuss the
need for innovation in the types of health insurance coverage that
are offered, such as health savings accounts, for example. How
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would small businesses benefit from greater innovation? And is
there anything that you would suggest this Committee or Congress
do in that area to be of assistance?

Mr.SCANDLEN. I am not sure how you could encourage innovation
other than just encouraging competition. I mean, I think it is the
same thing. And there are some very, very interesting things out
there. One of the things I mentioned in the testimony was the spe-
cial needs plans under Medicare, and that is sort of an experiment
that--that I think so far is having very good results, very inter-
esting results.

These are insurance companies that focus on the needs of the
chronically ill, and one of the reasons they are able to do that is
because they receive--Medicare pays out risk-based premiums, so
they are receiving premiums that enable them to service that spe-
cial population.

Mr. Chabot, if I could very quickly also, in terms of the--your tax
deduction for individuals, I think that is a marvelous idea, and I
think it is worth remembering that up until 1983 individuals could
deduct their health insurance premiums as part of the medical ex-
pense deduction, as long as, in 1983, it didn’t exceed three percent
of their AGI.

That was raised to 5.5 percent, and then in ’87 raised to 7.5 per-
cent. and we have seen, as that has eroded, the individual market
has just gone in the tank, because that tax advantage has been
withheld from people that buy individual coverage.

Mr.CHABOT. Thank you very much.

I yield back, Madam Chair.

ChairwomanVELAZQUEZ. Thank you.

Mr. Gonzalez.

Mr.GONZALEZ. Thank you very much, Madam Chairwoman. The
issue of availability and affordability--and it transcends big busi-
ness, small business, every American situated one way or another.
The interesting thing, I think the government has a tremendous
stake in making sure there is robust competition, because the fu-
ture does hold more government involvement in assisting individ-
uals, small business, families, in acquiring health insurance.

So availability and affordability looms large, whether it is the
President’s tax proposal, whether it is what Mr. Chabot was talk-
ing about, associated health plans, subsidizing premiums and such.
All that is for naught if we don’t have a healthy insurance industry
that will provide choice, which will drive down cost, obviously. At
least that is what I have used as the big picture.

Some of the things that we have covered here, though, I am won-
dering if it really does in any way assist in achieving that final
goal of availability and affordability. I will say that I think our first
witness alluded to--I guess it is the United acquisition of Sierra. Is
that right? And maybe that should be a marker. Maybe we ought
to pay a lot of attention to that, and put everybody on notice. And
I think that point is well taken.

One thing that Dr. King pointed out--and I am thinking all short
of that--is, how do we get all of the different participants fully em-
powered? )

ChairwomanVELAZQUEZ. Will the gentleman suspend?

Mr.GONZALEZ. Yes.
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ChairwomanVELAZQUEZ. I just would like to ask unanimous con-
sent, and the Ranking Member agreed with me, for every member
to have the opportunity to ask one question. This is going to be
quite--a very disruptive session today. Right now on the floor they
are going to be calling procedural votes.

So in light of that, I will give the opportunity for everyone to ask
one question, since I know that some of the members of the panel
have flights to catch.

Mr.GONZALEZ. I will be real brief, then. I will just ask Dr. King,
you pointed out that maybe empowering physicians to negotiate,
where presently they are prohibited by law--that was my under-
standing of your testimony--if you could just kind of elaborate a lit-
tle bit on that, and how you see that would be beneficial to the big
question of availability and affordability.

Dr.KiNG. Well, in allowing us to be able to negotiate, or at least
talk to each other, you know, about the different insurance prod-
ucts, about the contracts that we are being offered to make sure
that we can compare, we talk doctor talk, we don’t talk lawyer talk.
And we need to have the ability to share information and share
problems and concerns as we look at the contracts, so that we can
make decisions that is the best interest for our patients.

And then, if we can negotiate that, I can see how, you know--you
know, I don’t know about the--you know, the consolidation of all of
the insurance companies and all, but I see how the health care of
my patients can improve, and we can arrive at a better plan that
we take away the barriers that I try to help take care of my pa-
tients with that, so that physicians won’t desert. We don’t have
enough primary care physicians out there. They are going into dif-
ferent arrangements. They are going into ERs, they are going into
urgent cars, which is not where we want our patients, and they are
going into markets that don’t include insurance.

So we have--just to get the physicians out in the rural areas and
taking care of patients like we need to, they have got to be able
to negotiate and make it work.

Mr.GONZALEZ. Thank you. I yield back.

ChairwomanVELAZQUEZ. Thank you.

Mr. Bartlett.

Mr.BARTLETT. Thank you very much. You know, we don’t really
have much of a health care system in our country. We have a real-
ly good sick care system. It is the best in the world, and I would
hope that we might move a little more toward a health care sys-
tem, so maybe we wouldn’t need such a big sick care system.

One of the problems in rising health care costs is the fact that
health care--I am using that word euphemistically--health care is
about the only thing that most people shop for in our country and
never ask the price. So they are not a careful shopper.

And one of the things that I wanted to personally do, so that I
could become a careful shopper--and these were in the days before
health savings accounts, which really makes a person a careful
shopper, and I am a big fan of those. But absent that, when I re-
tired 20-couple years ago, I wanted to find a catastrophic policy
with a $5,000 deductible. See, I think that these little nickel and
dime things just wear you out and enormously increase the cost of
health care.
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I can pay the first $5,000. That might be a little painful, but
what I can’t pay is that second half million. And I think that many
of the policies drop. You have a cap at about a half million. I
couldn’t find a catastrophic policy with a $5,000 deductible. That
ought to be a pretty cheap policy, shouldn’t it? And wouldn’t it
make people a really careful shopper? And why don’t you--why
doesn’t the industry offer that kind of a policy?

Mr.ScANDLEN. I think they are available now. And if I am not
mistaken, the AMA has offered a $10,000 deductible policy to its
members for a long time. So I think if you were shopping today,
Mr. Bartlett, you would be able to find that.

Mr.BARTLETT. Madam Chair, I would like you to encourage our
people here who provide our options for health care to include that
as one of the options.

ChairwomanVELAZQUEZ. Definitely.

Mr.BARTLETT. Thank you very much.

ChairwomanVELAZQUEZ. Ms. Clarke.

Ms.CLARKE. I want to thank our Chairwoman and our Ranking
Member. This is probably one of the most critical issues facing
Americans today. As small businesses, as health care providers, as
consumers, we are all in a quandary and involved in the same
meltdown together.

There are so many questions that I would like to ask, but I want
to get an understanding of some of what is happening out there to
physicians’ claims. I want to ask for anyone on the panel--I have
heard that health insurers have employed coercive tactics, such as
re-pricing of physician claims, which results in non-contracted phy-
sicians receiving less than contracted physicians for the same serv-
ice. What is re-pricing exactly, and what other manipulative prac-
tices have health insurers used to undermine a physician’s bar-
gaining power? Dr. Plested?

Dr.PLESTED. Re-pricing is a very interesting phenomenon. It is
complex, but there have been contracts let by entities that do not
provide any care. They just round up a large number of contracted
doctors who will accept a price, and there are literally hundreds of
these contracted groups. There are now entities called re-pricers
that take every physician and match that physician by computers
with every contract that they have signed for every service that
they provide.

And so that when you get a bill from your insurance company
that has six things on it, that may be a sign by a re-pricer to six
or seven different contracts, so that he gets the lowest one. It is
complex, but it is a very Machiavellian type of system.

There are also the things that the insurers can do that have been
mentioned that they can unilaterally amend a contract. They can
change the amount that they agreed to pay you. They can unilater-
ally put in screens. They have computerized screens that will re-
duce the amount that they pay for things that it doesn’t pay the
physician to charge--to try to challenge each of these. There are a
multitude of monopolistic behaviors that are allowed by this.

ChairwomanVELAZQUEZ. Thank you. And I want to take this op-
portunity to thank all the witnesses. And I am sorry we do not
have more time to spend with you, but I am very, very happy that
we really had an opportunity to have this dialogue on an issue that
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is so important, not only for small businesses and small practi-
tioners, but also for consumers in America.

The Small Business Committee will call on federal antitrust reg-
ulators to play a more active role in ensuring that health insurance
markets remain competitive, and, to that effect, I will ask the
Ranking Member to join with me in sending a letter to the Depart-
ment of Justice. I will also--I already discussed with Chairman
Conyers on the House floor, when we went to vote, asking him to
do a joint hearing between Judiciary and Small Business to exam-
ine specific mergers that may be pending.

I know, Mr. Scandlen, that you said that this is just one aspect
of a bigger picture, but we have to make sure that there is proper
oversight and examination before these mergers can proceed.

With that, I thank all the witnesses for your participation. I ask
unanimous consent that members have five legislative days to
enter statements and supporting materials into the record, and this
Committee is adjourned.

[Whereupon, at 11:45 a.m., the Committee was adjourned.]
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STATEMENT
Of the Honorable Nydia M. Velazquez, Chairwoman
United States House of Representatives, Committee on Small Business
Full Committee Hearing: “Health Insurer Consolidation—The Impact on Small
Business”
October 25, 2007

1 call this hearing to order to address “Health Insurer Consolidation—The Impact on
Small Business.”

Access to health insurance is an area of concern to small businesses. The rising costs of
health care are regularly cited by small firms as one of their biggest worries. Small
businesses need to have choices in the health insurance marketplace. It is imperative that
the marketplace is diverse and competition flourishes.

It is also critical that small medical providers are able to continue offering services.
Physicians and other providers must be able to operate on a level playing field with
health insurers and be reimbursed at fair rates. If not, quality of care will decline and it is
the patients who ultimately will suffer.

Consolidation in the health insurance industry is one area of special concern that has a
direct impact on these issues. Because these mergers affect access to care and influence
the quality of medical services, they command careful scrutiny by regulators.

Unfortunately, the health insurance industry, like a number of other industries, has seen a
general lack of enforcement of antitrust laws. Earlier this year, the Wall Street Journal
reported that “the federal government has nearly stepped out of the antitrust enforcement
business.”

While some mergers benefit consumers and increase the competitiveness of U.S.
companies, others pose substantial risks to competition and innovation.

The health insurance marketplace has become increasingly concentrated in recent years.
Consolidation has left small businesses with fewer choices and physicians with
diminished leverage to negotiate with plans. In the majority of metropolitan areas, a
single insurer now dominates the marketplace. If individuals and small businesses cannot
get coverage through the dominant insurer, they may not be able to find alternatives.

Recent mergers in the health insurance industry have tended to not generate efficiencies
that have lowered costs for small businesses or improved coverage. Premiums for small
businesses have continued to increase without a corresponding increase in benefits.
Consumers are facing increased deductibles, co-payments and co-insurance which have
reduced the scope of their coverage.
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When operating in highly concentrated markets, physicians often find they are stuck with
take it or leave it contracts. The Department of Justice has recognized that physicians
face special difficulties in dealing with health insurers—namely, it is very costly for them
to switch from one insurer to another.

Replacing lost business for a physician by attracting new patients from other sources is
very difficult in our current health care system. Physicians face barriers in attracting
potential new HMO patients since they are filtered through an HMO plan.

Physicians struggle to maintain the quality of care in the face of reduced reimbursements
and large administrative burdens. When physicians are forced to spend less time on each
appointment, ultimately, it is patients that suffer.

It is essential that competition remains vibrant in the health insurance marketplace. Not
surprisingly, studies have found that when competition declines, premium costs generally
20 up.

The rising costs of healthcare are leading to greater numbers of uninsured as less small
businesses and individuals can afford to pay premiums.

Small businesses continue to be burdened by the high costs of health care. The rising
cost of health insurance is one of the primary reasons the ranks of the 46 million
uninsured Americans continue to grow. Tragically 18,000 Americans lose their lives
each year because of a lack of health insurance.

We need to ensure that providers are on a level playing field, and small businesses and
individuals have choices when it comes to healthcare.

1 yield to Ranking Member Chabot for his opening statement.
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Statement of The Honorable Jason Altmire
House Committee on Small Business Hearing
“Health Insurer Consolidation — The Impact on Small Business”
QOctober 25, 2007

Thank you, Chairwoman Velazquez, for calling today’s hearing to examine the
impact health insurer consolidation will have on small business. Consolidation of health
insurers has been on the rise in recent years, leaving fewer health care provider choices
for small businesses. This committee consistently hears that cost is the number one
factor when determining if a small business will offer health care coverage. As more and
more health care providers merge, they are able to exert more bargaining power, leaving
small businesses with limited options.

In my home state of Pennsylvania, the state’s two largest health insurers,
Highmark Inc. and Independence Blue Cross, announced a plan to combine the two
organizations. The state is currently going through the review process and while the U.S.
Department of Justice reviewed the terms of the consolidation and determined that it
raises no antitrust or other anti-competitive issues under federal law, I am concerned that
this consolidation may limit competition and drive up health insurance prices for small
businesses. If the merger goes through, it is estimated that the new organization will
control at least 53 percent of the state’s health insurance market.

If health insurer mergers continue to follow the trend of resulting in fewer options
and higher costs, more small businesses will face barriers to health care. Now and in the
future as mergers are considered, it is important to ensure that choices in the health
insurance marketplace remain so access to health care is not compromised.

Madam Chair, thank you again for holding this important hearing today. I yield
back the balance of my time.

#H#H#
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Statement
of the
American Medical Association
to the

Committee on Small Business
United States House of Representatives

Re: Health Insurer Consolidation—The Impact on Small Business
Presented by: William G. Plested 111, MD

October 25, 2007

The American Medical Association (AMA) appreciates the opportunity to present
testimony to the Committee on Small Business on health insurer consolidation and its
impact on small business. We commend Chairwoman Velazquez, Ranking Member
Chabot, and Members of the Commiittee for your leadership in recognizing that the
dramatic and ongoing consolidation of the health plan industry has severely diminished,
if not eliminated, competition among the insurance companies to the detriment of patients
and their treating physicians.

Consolidation in the health insurance market is critical to the AMA because our members
are both patient advocates and small business owners. In an environment where health
insurers have increasing control over patient care and decreasing accountability,
physicians have primary responsibility for advocating that their patients receive the
appropriate medical care covered by their health insurance. Their ability to do so,
however, has been severely compromised where dominant insurers force them to adhere
to contracts that create significant obstacles to providing the best possible patient care.
Physicians are also vulnerable to dominant health insurer practices as small business
owners. The majority of physician practices are small businesses that are attempting to
provide health insurance coverage to their employees in the face of substantial health
insurance premiums. The growing consolidation in the health care market and the
extreme imbalance that has resulted has meant that physicians have little leverage in
either of their roles as health care advocates or purchasers of insurance.

A market performs optimally when consumers have a choice of competing products and
services. Increasingly, however, choice in the health care market has been severely
restricted due to rampant health insurer consolidation. Large health plans have pursued
aggressive acquisition strategies to assume dominant positions in various markets across
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the country. In fact, a few health insurers now overshadow the majority of health care
markets. In the past decade alone there have been over 400 mergers.! These mergers
have led to higher premiums and increasing problems with patient access to care. If the
current trend continues, it will inevitably lead to a health care system dominated by a few
publicly traded companies that operate in the interest of shareholders rather than patients.

Our worst fears may be realized in Nevada where we have urged the U.S. Department of
Justice (DOJ) to block the merger of UnitedHealth Group (United) and Sierra Health
Systems (Sierra). Should this merger be consummated, it will have a devastating impact
on Nevada’s patients and physicians and will reverberate throughout the health care
system as a harbinger of future unrestricted consolidation. The AMA’s Competition
Study, Competition in Health Insurance: A Comprehensive Study of US Markets, as well
as the presence of several characteristics typical of uncompetitive markets, further
supports the notion that competition has been and will continue to be severely
undermined in Nevada and nationwide.

We believe that the federal government must take steps to correct the current imbalance
in the market and address the deceptive, anticompetitive conduct of large, dominant
health insurers. The boundaries of acceptable consolidation in the health insurance
market must be reexamined and enforced so that current threats to the health care system
are blocked and future harmful consolidation is deterred. Thus, we encourage the House
Small Business Committee to urge the DOJ to take steps to enjoin the merger of United
and Sierra in Nevada. By doing so, the Committee would be taking a meaningful step
towards correcting the existing inequities in the health care market.

UNITED-SIERRA MERGER

We believe that a vital component to assuring a competitive marketplace is antitrust
enforcement against anticompetitive mergers and exclusionary conduct. Over the past
several years, however, the DOJ has not brought any cases against anticompetitive
conduct by health insurers and has challenged only two mergers since 1999, requiring
only moderate restructuring.? Currently, the AMA is urging the DOJ to prevent the
United-Sierra merger, which will create an exceptional level of concentration in Nevada,
particularly in Clark County, resulting in higher prices, less service, and lower quality of
care.

The United-Sierra merger will drastically reduce competition for the provision of health
insurance to employers and individuals in Nevada. The market share for Sierra and

United combined in Nevada is 48 percent, while in Clark County the combined United-
Sierra market share is 60 percent.” For Health Maintenance Organization (HMO) based

! Irving Levin Associates, The Healthcare Acquisition Report, 2001-2006 Editions.

2 See United States v. UnitedHealth Group Inc., Case No. 1:05CV02436 (D.D.C. Dec. 20, 2005), available
at http://www.usdoj.gov/atr/cases/f213800/213815 .htm; United States v. Aetna, Revised Competitive
Impact Statement, Civil Action 3-99CV1398-H (N.D.Tex, 1999), available at
http://www.usdoj.gov/atr/cases/f2600/2648 htm.

* Nevada State Health Division



30

insurance, should the merger proceed, United will have an 80 percent market share of all
HMOs in Nevada and a 94 percent market share of the HMO market in Clark County.*
According to the Herfindahl-Hirschman Index (HHI), the typical measure of market
concentration, the Nevada and Clark County markets would be significantly above the
threshold for being considered “highly concentrated.”™ Indeed, the level of concentration
would be unprecedented. Where, as here, a merger produces an entity that is so
disproportionately larger than any of its competitors, there is a considerably increased
likelihood that the entity will be able to raise prices, decrease compensation, and reduce
quality without fear of meaningful competitive market responses.

Nevada is in need of more competition, not less. It cannot afford a merger that will
further restrict patient access to care. Nevada currently ranks 47" in the country for
access to care, 51% in quality of care, last for immunization coverage for children under 3,
49"™ in access to nurses, 44™ for women’s mortality rates, and 45™ in access to
physicians—approximately 25 percent below the nationwide median, with one of the
lowest physician-to-population ratios in the country.® The United-Sierra merger would
push Nevada even further down the access to quality medical care list by exacerbating
physician and staffing shortages through decreased compensation and increased use of
unreasonable contracts. Competition is essential to the delivery of high quality health
care services. Its absence in the face of this merger will serve only to further
disadvantage the already challenged Nevada health system.”

COMPETITION IN THE HEALTH INSURANCE MARKET

As noted above, the competitive health care market has been steadily eroding. Health
insurers have become significantly more concentrated and have used their power to the
disadvantage of patients and physicians. As mentioned above, over the past 10 years
there have been over 400 mergers involving health insurers and managed care
organizations.® In 2000, the two largest health insurers, Aetna and UnitedHealth Group
(United), had a total combined membership of 32 million people. Due to aggressive
merger activity since 2000, including United’s acquisition of California-based PacifiCare
Health Systems, Inc., and John Deere Health Plan in 2005, United’s membership alone
has grown to 33 million. Similarly, WellPoint, Inc. (Wellpoint), the company born of the
merger of Anthem, Inc. (originally Blue Cross Blue Shield of Indiana), and WellPoint
Health Networks, Inc. (originally Blue Cross of California), now owns Blue Cross plans
in 14 states. In 2005, WellPoint acquired the last remaining Blue Cross Blue Shield plan,

Nz

* Merger Guidelines S. 1.51.

¢ Nevada Strategic Health Care Plan, Report of the Legislative Committee on Health Care, Nevada
Revised Statute 439B.200, February 2007; http://system.nevada.edw/Chancellor/University/index htm;
http://www.commonwealthfund.org/statescorecard/statescorecard_show htm?doc_id=495871;
htip://hre.nwic.org/.

7 United claims that efficiencies produced by the merger wiil outweigh anticompetitive harms. Asa
general matter, however, efficiencies from health insurance mergers have not been passed on to patients.
This is evidenced by the United PacifiCare merger, which has not resulted in lower premiums or better
services for subscribers.

8 Irving Levin Associates, supra.
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the New York-based WellChoice. Consequently, WellPoint now covers approximately
34 million Americans.® Together, WellPoint and United control 36 percent of the U.S.
commercial health insurance market.

AMA COMPETITION STUDY

The effects of consolidation are particularly striking at the local and regional levels,
illustrated by the AMA’s Competition Study, Competition in Health Insurance: 4
Comprehensive Study of US Markets.)® Every year for the past six years, the AMA has
conducted the most in-depth study of commercial health insurance markets in the
country. The study analyzes the most current and credible data available on health
insurer market share for 313 Metropolitan Statistical Areas (MSAs) and 44 states.!!

In addition to its exhaustive geographic reach, the study analyzed the product market in
three ways—considering only HMO products; considering only Preferred Provider
Organization (PPO) products; and considering HMO and PPO products combined. For
each, the study calculated the HHI, " which measures the competitiveness of a market
overall, ™ and, applying the 1997 Federal Trade Commission/Department of Justice
Horizontal Merger Guidelines (Merger Guidelines), classified them as “not
concentrated,” “concentrated,” or “highly concentrated.”* The results form the most
extensive and accurate portrayal of the health insurance market to date. And they
confirm that in the majority of health care markets competition has been severely
undermined.

With regard to market concentration (HHI), the study found the following:

? WellPoint Health Networks and Anthem, Inc., merged in 2004. The merged entity, WellPoint, Inc., is
nearly double the size of either entity.

' The AMA focused on state and MSA markets because health care delivery is local, and health insurers
focus their business and marketing practices on local markets.

'! Significantly, state-level data is often misleading because in many states health insurers do not compete
on a statewide basis.

12 The HHI is the sum of the squared market shares of each firm in the market. The more competitive the
health insurance market, the lower the HHI. The less competitive the health insurance market, the higher
the HHI. The largest value the HHI can take is 10,000 when there is a single insurer in the market, Asthe
number of firms in the market increases, however, the HHI decreases. For instance, if a market has four
firms, each with a 25 percent share, the HHI would be 10,000 divided by 4, which equals 2500. The HHI
would continue to decrease with additional firms in the market.

¥ The HHI is not a measure specific to any one firm, although it is a function of each firm’s market share,
The DOJ uses the HHI when evaluating the impact of a merger or acquisition on the competitiveness of a
market.

' Markets with an HHI of less than 1000 are classified as “not concentrated.” The DOJ and FTC will
generally not restrict merger activities in these markets. Markets with an HHI between 1000 and 1800 are
classified as “concentrated.” Under the Merger Guidelines, a merger in one of these markets that raises the
HHI by more than 100 points may raise significant competitive concerns. Markets with an HHI above
1800 are classified as “highly concentrated.” A merger in a “highly concentrated” market that raises the
HHI by more than 50 points may raise significant competitive concerns, and a merger that raises the HHI
more than 100 points is presumed to be anti-competitive.
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In the combined HMO/PPO product market, 96 percent (299) of the MSAs are
highly concentrated.

In the HMO product market, 99 percent (309) of the MSAs are highly
concentrated.

In the PPO product market, 100 percent (313) of the MSAs are highly
concentrated.

With regard to market share," the study found the following for each product market:

For the combined HMO/PPO product market:

In 96 percent (299) of the MSAs, at least one health insurer has a market share of
30 percent or greater.

In 64 percent (200) of the MSAs, at least one health insurer has a market share of
50 percent or greater.

In 24 percent (74) of the MSAs, at least one health insurer has a market share of
70 percent or greater.

In 5 percent (15) of the MSAs, at least one health insurer has a market share of
90 percent or greater.

For the HMO product market:

In 98 percent (306) of the MSAs, at least one health insurer has a market share of
30 percent or greater.

In 64 percent (201) of the MSAs, at least one health insurer has a market share of
50 percent or greater.

In 37 percent (117) of the MSAs, at least one health insurer has market share of
70 percent or greater.

In 16 percent (49) of the MSAs, at least one health insurer has a market share of
90 percent or greater.

For the PPO product market:

In 97 percent (304) of the MSAs, at least one health insurer has a market share of
30 percent or greater.

In 76 percent (238) of the MSAs, at least one health insurer has a market share of
50 percent or greater. |

In 36 percent (112) of the MSAs, at least one health insurer has a market share of
70 percent or greater,

> The AMA measures market share of health insurers by enroliment. The combined HMO/PPO market
share of an insurer is the sum of that insurer’s HMOQ and PPO enrollment, divided by the total HMO and
PPO enrollment in the market, multiplied by 100. HMO market share is that HMO’s enrollment, divided
by total HMO enrollment in the market, multiplied by 100. Similarly, a PPO’s market share is that PPO’s
enrollment, divided by total PPO enrollment in the market, multiplied by 100.
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e In 9 percent (28) of the MSAs, at least one health insurer has a market share of
90 percent or greater.

This study establishes, unequivocally, that competition has been undermined in hundreds
of markets across the country. Sadly, the ultimate consumers of health care—patients—
are not the ones benefiting from the consolidation. To the contrary, patient premiums
have risen dramatically without any expansion of benefits, while many health insurers
have posted record profits.

MARKET CHARACTERISTICS INDICATING ABSENCE OF MEANINGFUL COMPETITION

In addition to high market share and market concentration, many health care systems
across the country exhibit characteristics typical of uncompetitive markets and growing
monopoly and monopsony power. There are significant barriers to entry for new health
insurers in these markets. Large, entrenched health insurers are able to raise premiums
without losing market share. And dominant health insurers are able to coerce physicians
into accepting unreasonable contracts.

Barriers to Entry into the Market

Barriers to entry are relevant when determining whether a high market share threatens
competition in a specific market. Where entry is easy, even a high market share may not
necessarily translate into market power, as attempts to increase price will likely be
countered by entry of a new competitor. On the other hand, where entry is difficult, a
dominant player is able to sustain profitability amid significant price increases without
fear of competition.

Most markets across the country currently display substantial barriers to entry. Start-up
health insurers must meet costly state statutory and regulatory requirements, including
strict and substantial capitalization requirements. To do this, they must have sufficient
business to permit the spreading of risk, which is difficult, if not impossible, in markets
with dominant health insurers. Indeed, it would take several years and millions of dollars
for a new entrant to develop name and product recognition with purchasers to convince
them to disrupt their current relationships with the dominant health insurers. The DOJ
underscored the significant obstacles associated with entering certain health insurance
markets in United States v. Aetna, when it noted, “[n]ew entry for an HMO or HMO/POS
plan in Houston or Dallas typically takes two to three years, and costs approximately
$50,000,000.”'¢ Such market conditions represent insurmountable barriers for new
entrants.

' United States v. Aetna, Revised Competitive Impact Statement, Civil Action 3-99CV1398-H (N.D.Tex,
1999}, available at http://www.usdoj.gov/atr/cases/f2600/2648 htm.
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Premium Increases

The ability of dominant health insurers to raise premiums and remain profitable is
another sign of excessive market power. This practice harms small businesses,
exacerbates access to care problems, and contributes to the alarming numbers of
uninsured. When premiums rise, many employers stop providing coverage, reduce the
scope of benefits provided, and/or ask employees to pay a higher share of the overall
premium. In some cases, small businesses must choose between growth and the
provision of health insurance. Even when employers continue to offer health plans,
increases in premiums, deductibles, and co-payments lead many workers to forego their
employer-sponsored health insurance. In fact, according to a survey by the Agency for
Healthcare Research and Quality, employee health plan participation at large
companies declined from 87.7 percent to 81 percent between 1996 and 2004."7 This
declining coverage puts an enormous strain on the health care system and leads to
otherwise avoidable expenditures for emergency care and other medical services.

The past several years have been marked by increasing health plan premiums and profits.
In 2007, premiums for family coverage increased by 6.1 percent.'® In 2006, premiums
increased by 7.7 percent and in 2005 premiums rose by 9.2 percentlg—-—in all years
outpacing overall inflation by 3.5 to a full 5.7 percent.’® Cumulatively, the premium
increases during the last six years have exceeded 87 percent, with no end in sight. This is
more than three times the overall increase in medical inflation (28 percent) and more than
five times the increase in overall inflation (17 percent) during the same period.2 ! This has
directly led to an increase in the number of uninsured, which currently exceeds 47
million, or one in seven Americans. Notably, these increased premiums have not led to
corresponding increases in medical benefits.

Health insurers seek to deflect attention from their huge profits by falsely asserting that
physician payments are driving recent premium increases. Such claims are baseless.
While premium levels have risen by double-digit amounts, physician revenues have
fallen. The median real income of all U.S. physicians remained flat during the 1990s and
has since decreased.”” The average net income for primary care physicians, after
adjusting for inflation, declined 10 percent from 1995 to 2003, and the net income for
medical specialists slipped two percent.23 In contrast, recent reports on health insurer
profits show that the profit margins of the major national firms have experienced double-
digit growth since 2001. In fact, United and WellPoint have had seven years of

17 Fuhrmans, Wall Street Journal, 8-25-06.

'8 Employer Health Benefits, 2007 Annual Survey, The Kaiser Family Foundation and Health Research and
Education Trust.

1% Strunk, et al, “Tracking Health Care Costs,” Health Affairs (Sept. 26, 2001), W45,

¥ Jon Gabel, et al, “Job-Based Health Insurance in 2001: Inflation Hits Double Digits, Managed Care
Retreats,” Health Affairs (Sept/Oct. 2001), at 180.

*! Kaiser/HRET: Employer Health Benefits Survey, 2005 Annual Survey.

z Physician Income: A Decade of Change, Carol K. Kane, PhD, Horst Loeblich, Physician Socioeconomic
Statistics (2003 Edition), American Medical Association.

% Losing Ground: Physician Income, 1995-2005, Ha T. Tu, Paul B. Ginsburg, Center for Studying Health
Systems Change Tracking Report No. 15 (June 2006).
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consecutive double-digit profit growth that has ranged from 20 to 70 percent year-over-
year. Thus, it is shareholders and health insurance executives, not physicians, who are
profiting within an anticompetitive market at patients’ expense.

Physician Bargaining Power

Growing market domination of health insurers is undermining the patient-physician
relationship and eviscerating the physician’s role as patient advocate. Physicians have
little-to-no bargaining power when negotiating with dominant health insurers over
contracts that touch on virtually every aspect of the patient-physician relationship. This
is particularly troublesome given physicians’ critical role as patient advocates in an
environment where health insurers have increasing control and limited accountability
regarding decisions that affect patient treatment and care.

Many health insurer contracts are essentially “contracts of adhesion.” Contracts of
adhesion are standardized contracts that are submitted to the weaker party on a take-it or
leave-it basis and do not provide for negotiation. Many contracts of adhesion contain
onerous or unfair terms. In the health insurer context, these terms may include provisions
that define “medically necessary care” in 2 manner that allows the health plan to overrule
the physician’s medical judgment and require the lowest cost care, which may not be the
most optimal for the patient. They also frequently require compliance with undefined
“utilization management” or “quality assurance” programs that often are nothing more
than thinly disguised cost-cutting programs that penalize physicians for providing care
that they deem necessary.

In addition to interfering with the treatment of America’s patients, many health insurer
contracts make material terms, including payment, wholly illusory. They often refer to a
“fee schedule” that can be revised unilaterally by the health insurer and is not provided
with the contract. In fact, many contracts allow the health insurer to change any term of
the contract unilaterally. In addition, these contracts frequently contain such
unreasonable provisions as “most favored payer” clauses and “all products” clauses.

“Most favored payer” clauses require physicians to bill the dominant health insurer at a
level equal to the lowest amount the physician charges any other health insurer in the
region. This permits the dominant health insurer to guarantee that it will have the lowest
input costs in the market, while creating yet another barrier to entry. “All products
clauses” require physicians to participate in all products offered by a health insurer as a
condition of participation in any one product. This often includes the health insurer
reserving the right to introduce new plans and designate a physician’s participation in
those plans. Given the rapid development of new products and plans, the inability of
physicians to select which products and plans they want to participate in makes it difficult
for physicians to manage their practices effectively.

Despite the improper restrictions and potential dangers these terms pose, physicians
typically have no choice but to accept them. Any alleged “choice” is illusive given that
choosing to leave the network often means terminating patient relationships and
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drastically reducing or losing one’s practice. Physicians simply cannot walk away from
contracts that constitute a high percentage of their patient base because they cannot
readily replace that lost business.”* In addition, physicians are limited in their ability to
encourage patients to switch plans, as patients can only switch employer-sponsored plans
once a year during open enrollment, and even then they have limited options and could

incur considerable out-of-pocket costs.”

Health insurers have even employed tactics to coerce non-contracted physicians who
have managed to preserve some level of bargaining power, into signing contracts. For
example, a number of large health insurers are refusing to honor valid assignments of
benefits executed by a patient who receives care from a non-contracted physician. This
means that health insurers, rather than pay the non-contracted physician directly, pay the
patient for the services provided. Similarly, many health insurers engage in the practice
of “repricing” of physician claims (including proprietary claims edits and the use of
rental network PPOs*®), which results in non-contracted physicians receiving less than
contracted physicians for the same service.”” These and other manipulative practices are
clearly designed to undermine any residual bargaining power a physician practice might
have, and further depress physician payments.

Monopsony Power

In a substantial number of markets across the country, dominant health insurers have the
potential to exercise monopsony power over physicians to the detriment of consumers.
Monopsony power is the ability of a small number of buyers to lower the price paid fora
good or service below the price that would prevail in a competitive market. When buyers
exercise monopsony power in the labor market, they exploit workers in the sense of
decreasing fees below their true market value. Monopsony power also has an adverse
impact on the economic well being of consumers as it results in a reduced quantity of the
firms’ products available for purchase.

In the health insurance industry, health insurers are both sellers (of insurance to
consumers) and buyers (of, for example, hospital and physician services). As buyers of

* The DOYJ, in its 1999 challenge of the Actna/Prudential merger recognized that there are substantial
barriers to physicians expeditiously replacing lost revenue by changing health plans. It also noted that this
imposes a permanent loss of revenue. United States v. Aetna, Revised Competitive Impact Statement, Civil
Action 3-99CV1398-H (N.D.Tex, 1999), available at: http://www.usdoj. gov/atr/cases/f2600/2648.htm.

The DOJ reiterated this position in its challenge to the UnitedHealth Group/PacifiCare merger. See United
States v. UnitedHealth Group Inc., Case No. 1:05CV02436 (D.D.C. Dec. 20, 2005), available at
hitp://www.usdoj.gov/atr/cases/f213800/2 13815 htm.

* See id.

% A “rental network PPO” exists to market a physician’s contractually discounted rate primarily to third-
party payers, such as insurance brokers, third-party administrators, local or regional PPOs, or self-insured
employers. Rental network PPOs may also rent their networks and associated discounts to entities such as
“network brokers” or “repricers” whose sole purpose is finding and applying the lowest discounted rates,
often without physician authorization.

z “Repricing” practices and rental networks also deprive contracting physicians of the benefits of their
contracts when they result in payment below the contracted fee schedule. These tactics make it difficult for
physicians to administer their practices and undercuts efforts to make the health care system more
transparent.
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physician services, health insurers are acting as monopsonists—lowering the prices they
pay to a point at which physicians are forced to forego investments in new technology,
reduce staff and services, and even leave the market, all of which inevitably lead to
increased waiting times and reduced access to care. Moreover, because health plans have
posted considerable profits without decreasing premiums, the benefits of their ability, asa
buyer of services, to lower the prices they pay suppliers (physicians), have not been
passed on to consumers.

In fact, the DOJ has recognized that a health plan’s power over physicians to depress
reimbursement rates can be harmful to patients—the ultimate consumers of health care.
Such was the basis for the DOJ’s decision in 2005, requiring United to divest some of its
business in Boulder, CO as a condition of approving its merger with PacifiCare.*®
Specifically, the DOJ noted that because physicians cannot replace “lost business”
quickly, the point at which physicians are locked-into a managed care contract is
significantly lower than for other businesses.” In the United-PacifiCare merger, the DOJ
found that where the merged company would control 30 percent of physician revernues,
the plan could exercise monopsony power over physicians in a manner that would lead to
a “reduction in the quantity or quality of physician services provided to patients.” *°

Health insurers with monopsony power can use the economic benefits of reduced
reimbursement in medical care to protect and extend their monopoly position and
increase barriers to entry into the market. Thus, rather than producing “efficiencies,”
increasing monopsony power in health care markets across the country causes a number
of distortions in the market that harms patients by reducing access to care.

ANTITRUST LAW AND POLICY RESTRICTIONS ON PHYSICIANS

Ironically, rather than focus on the health insurance industry, which, as noted above, has
boasted record profits and increased premiums corresponding to recent waves of
consolidation, regulators have focused on physicians, the least consolidated segment of
the health insurance industry. This is confounding given the current health insurer
environment. Since April 2002, the FTC has brought at least 25 cases against physician
groups based upon contracting arrangements with health insurers.! All but one of the
groups chose to settle with the FTC rather than engage in a protracted, financially
devastating legal baitle.’? These actions have had a chilling effect on physician practices,

*8 See United States v. UnitedHealth Group Inc., Case No. 1:05CV02436 (D.D.C. Dec. 20, 2005), available
at http://www.usdoj.gov/atr/cases/f213800/213815.htm.

B See id.

* Ibid.

3! See FTC website at http://www.ftc.gov/os/actions.shtm.

%2 At the same time, the FTC has been extremely restrictive regarding the ability of physicians to jointly
negotiate with insurers, approving only three arrangements, See

hitp://www brownandtoland.com/publish/en/about/news_room/fic_information-Par-0005-
DownloadFile tmp/4. SFTCNotice.pdf{ Brown and Toland);

hup:frwww fic. gov/beladops/0706 1 8medsouth. pdf (MedSouth);

http.//www.fte.gov/os/closings/staff/07092 1 finalgripamed.pdf (Greater Rochester Independent Practice
Association),

10
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most of which are small businesses, that might otherwise create joint ventures that could
result in lower cost, higher quality care.

Due to the significant burdens and responsibilities associated with “financial integration,”
the only other option currently available to physicians is so-called “clinical integration,”
as described by the DOJ/FTC in their 1996 Statements of Antitrust Enforcement Policy in
the Health Care Area. The agencies, however, have provided little guidance on what
exactly constitutes clinical integration, other than to make clear that meeting the standard
requires several years of development and millions of dollars of infrastructure
investment; an option that is simply not feasible for the vast majority of physicians who
are not part of a large group practice. In fact, the few endeavors that have been approved
have been limited to large practices consisting of hundreds of physicians.

Given the increasing power and size of health insurers and the corresponding decrease in
physician bargaining power, the policy landscape that has resulted in aggressive antitrust
enforcement actions against physicians should be reexamined. Physician joint
contracting can make it possible to obtain ready access to a panel of physicians offering
broad geographic and specialty coverage. In addition, non-exclusive physician networks
pose no threat to competition. Physicians can independently consider contracts presented
from outside the network. Likewise, health insurers that cannot reach a “package deal”
with a physician network can contract directly with its physicians or approach a
competing network. Rather than restraining trade, the physicians will have created an
additional option for purchasers—-a pro-competitive result. Thus, the AMA believes that
less restrictive approaches to physician joint contracting will have pro-competitive
benefits such as greater flexibility, more innovation, and ultimately a better health care
system.

CONCLUSION

It is time for the federal government to address the serious public policy issues raised by
the unfettered consolidation of health insurance markets. The current situation in Nevada
is emblematic of the total absence of boundaries and enforcement applied to health plan
mergers. The AMA’s Competition Study and the presence of market characteristics that
typify dominant market power, further prove that competition has already been
undermined in markets across the country. This has real, lasting negative consequences
for the delivery of health care in this country. Thus, we strongly urge the House Small
Business Committee to lay the groundwork for reversing this dangerous trend toward a
marketplace controlled by a few health insurance behemoths by encouraging the DOJ to
enjoin the United-Sierra merger.

i1
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As the representative of over 250,000 micro-businesses across the country, the National
Association for the Self-Employed (NASE) is committed to addressing the issue of
affordable health coverage, which is the number one concern of our members and all
small businesses in our nation. I am hear to tell you that rising health care costs are
significantly hurting micro-business and impairing their ability to grow, compete and
succeed. In addition, the high cost of health coverage has serious personal consequences
on business owners and employees. Often times our members will sacrifice saving for
retirement, putting money aside for their children’s education, and addressing other
personal needs to redirect funds to health care costs in order to stay insured. Of course,
the worst result of mounting premiums is dropping coverage all together which puts their

business, their family and themselves at risk should they face a medical crisis.

The number of Americans living without health coverage rose in 2006 to 47 million, an
increase of almost 16 percent over the previous year. In a 2005 survey, the National
Association for the Self-Employed (NASE) found that a majority of micro-business
owners, those businesses with ten or less employees, do not have for themselves nor offer
a health insurance plan to their employees. The smallest companies are most impacted,
with only 14% of companies that grossed less than $50,000 annually having health
insurance compared to 70% among those grossing more than $500,000 yearly. Most
alarming is the rate at which premiums for micro-businesses have been increasing. Ina
similar health survey conducted by the NASE in 2002, micro-businesses indicated the
median premium increase from the year before was a little over 11%. However, in 2005
micro-business owners were experiencing a median premium increase of over 17%, a

substantial escalation.

Premium costs are the single most important factor that determines whether a business
owner will insure himself and provide coverage for his/her employees. Most importantly,
if a micro-business owner cannot afford insurance for himself and family, he/she will not

likely provide health benefits to employees. The issue of choice or lack there of in carrier
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options plays a role in terms of it’s affect on price. Thus, the key question here today is if

increasing consolidation amongst health insurers are playing a role in premium increases.

First, T would like to highlight that the self-employed and micro-businesses purchase
health insurance in two markets: the small group market and the individual market. The
definition of a small group is determined by each state, though most define it as one with
50 or fewer employees. Firms in this size range looking to offer access to health
insurance for their employees will look to the small group market for insurance options.
However, of those currently insured, the majority of self-employed and micro-businesses
have purchased individual health coverage. While micro-businesses surveyed by the
NASE indicate that they believe it is an employer’s responsibility to assist their
employees with health coverage, the high cost to both the business and the employee in
terms of cost sharing are the most significant barriers impeding business owners from
providing employees with coverage. Micro-businesses may assist their employees with
their health care costs by setting up a Health Reimbursement Arrangement (HRA),
contributing to an HSA or increasing their take home salary to help employees pay for
individual insurance but a large percentage are not setting up an employer-based small

group health plan.

The health insurance options and number of carriers differ in the individual and small
group market. Most states have a suitable number of insurance carriers with an array of
coverage options within the individual market. The small group market is much more
restrictive in terms of competition and availability. The NASE believes that
minimization of insurance carriers due to consolidation compounded with the concern of
high risk in this small group segment and excessive state regulation leaves small
businesses with minimal options to set up a small group health plan and is a factor

contributing to high premiums in insurance markets.

A 2005 GAO report highlighted that the median market share of the largest carrier in the
small group market was 43%, up 10% from 2002. The five largest carriers in the small

group market, when combined represented three-quarters or more of the market in 26 of
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the 34 states that participated in the GAO study compared to only 19 of 34 states in 2002.
Blue Cross and Blue Shield is by far the giant in this sector, growing to 44% market share
in all participating states. To support the GAO findings, we see similar depictions of
lack of competition from a 2006 AMA study on the nation’s health insurance markets
which found that 95 percent of markets had a single insurer with a market share of 30
percent or greater and 56% of markets had a single insurer with a market share of 50

percent or greater.

From the data we see a notable dominance of a few carriers in the small group market.
Thus, the next question that begs an answer is how this lack of competition is affecting
premiums. Any micro-business owner will tell you that competition plays a central role
in improving quality, spurring innovation and keeping prices down. Thus, the NASE
feels the lack of competition may be a vital element in high premium costs in the small
group sector. James C. Robinson, PhD, a professor of health economics at the University
of California, Berkeley, School of Public Health, in an article for Health Affairs revealed
that between 2000 and 2003 health plans raised premiums consistently above the rate of
growth in costs. For investors in private insurance companies, returns were tremendous
and Robinson states, “the non-profit Blue Cross and Blue Shield plans enjoyed financial
results equal to or better than those of their for-profit counterparts.” (Health Affairs, Volume 23,
Number 6) According to previous AMA testimony, in 2005 premiums for employment-
based insurance policies increased by 9.2 percent —outpacing overall inflation by a full
5.7 percent. Cumulatively, the premium increases during the last six years have exceeded
87 percent, which is more than three times the overall increase in medical inflation (28
percent) and more than five times the increase in overall inflation (17 percent) during the
same period. (AMA Testimony to Senate Judiciary Committee, 2006) Hence, we see that premiums

have consistently increased in the face of minimal competition.

However, The NASE feels that the state regulatory climate plays an even more critical
role in keeping costs high and impairing competition. State mandates on coverage in all
markets increase the cost of basic health coverage between from a little less than 20% to

more than 50% depending on the state. The Council for Affordable Health Insurance has
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identified that there are currently over 1,600 mandates in our health care system. While
mandates can make health insurance more comprehensive, they also make it more
expensive by requiring insurers to pay for certain health services that consumers
previously funded out of their own pockets. It is likely that insurers will push that added
mandate cost into premium rates. The cost that excessive mandates add to health
coverage can mean the difference between a micro-business owner just purchasing
coverage for himself or also providing it to his employees. Additionally, the regulatory
and statutory conditions in states have created barriers that make it difficult for new
carriers and new products to expand into markets. Without new carriers or competing
insurance products, price will remain high when one insurance carrier dominates a

market.

Micro-business owners have long been a proponent of market-based solutions for dealing
with our health care system. However, “competition without competitors will not deliver
the desired incentives for health care improvement.” (Health Affairs, Volume 23, Number 6) We
must increase competition in the small group market to encourage lower premium costs
which will spur micro-businesses to seek to expand coverage to their employees. We
must address excessive state mandates and restrictive climates hurting innovation.
Additionally the NASE urges Congress to address the disparities in the individual market
since the majority of self-employed business owners are purchasing individual health
insurance. Currently there are over 20 million non employer firms, in which the owner
must seek health coverage on the individual market. Thus, addressing the inequitable tax
treatment of health insurance for those purchasing coverage on their own will also be a

key step forward to increasing access to health coverage.

The self-employed and micro-business community continue to be the backbone of our
nation’s economy, therefore the NASE urges you to take immediate action to alleviate the
massive health cost burden laid at their feet in order to ensure their survival and that of

our nation’s economy.
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Thank you, Chairwoman Velazquez and Rep. Chabot, and the members of the Small
Business Committee for the opportunity to participate in this hearing today. On behalf
of the 93,800 members of the American Academy of Family Physicians, we applaud
your deep concern for how the consolidation of health insurance plans affects family
physicians as members of the small business community, as professionals and as small
employers concemed about the effective delivery of health care.

As described by the American Medical Association, the merging and consolidation of
health insurance plans has created a profound imbalance adversely affecting the ability
of physicians to negotiate contracts with insurers to the detriment of physician practices.
This, in turn, has led to the inability of many of our patients to locate a primary care
physician who can accept their insurance and still maintain financial viability,

The trend toward consaclidation is persistent. The industry analysts of investment bank
Shattuck Hammond reported that between 1992 and 20086, the number of competitor
consolidations resulted in 95 different payers shrinking to merely seven. According to
the AMA’s 2005 report on Competition in Health Insurance, in 280 U.S. markets, 30
percent or more of HMO and PPOQ lives are covered by the single largest insurer in that
market. Looking at the US as a whole, only two insurers cover a third of all
commercially insured lives. This market concentration gives these heaith plans
excessive power in determining the conditions of coverage, payment and practice.

Effects on Family Physicians

How does this consolidation affect family physicians? Let me give you just two
examples. In the Dallas/Fort Worth area, a 3-physician group practice has a payer mix
consisting of principally three payers: 30 percent United Healthcare, 28 percent Blue
Cross and 18 percent Aetna. A solo physician practice in Colorado has 60 percent of
the patients his practice insured by one commercial payer, a situation that occurred as a
result of a merger.

As a result of similar concentrations of payers, m any family physicians in small or solo
practices have little leverage in their negotiations with the health plans. As the
physician in Colorado noted when he attempted to make the case for a payment
increase that at least would cover inflation, he was told by the representative of a large
insurance company, “As a solo physician, you are the weakest economic unit and must
take what we decide to give.” Another family physician noted that because small and
solo practices cannot compare financial data before they sign a contract, they find out
afterwards that their payment rates are substantially less than those of larger groups
that can negotiate better terms.

Further, health plans have no incentive to accede to any of a physician’s requests when
the plan has the unilateral ability to remove the physician from the network for not
agreeing to the terms of the contract and effectively denying that physician's patients
access to the practice. Physicians in this situation have little choice but to sign
whatever contract is offered by the health plans. Many practices find it financially
impossible to sacrifice a significant part of their patient base to take a stand against
untenable contract provisions.
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Declining Payment Rates and Terms of Agreement

The health plans use this negotiating power created by this pattern of consolidation 1o
dictate smaller payments and onerous terms. In California, the mergers of PacifiCare
Health Systems with United Healthcare and WellPoint Health Networks/Blue Cross of
California with Anthem, inc. have produced fee cuts of as much as 20 to 30 percent.
According to a California Medical Association survey of 500 state medical practices, 20
percent of 1,500 affiliated physicians had terminated a Blue Cross contract or planned
to do so. By forcing practices to accept these cuts or lose their patients, health plans
are making it more difficult for patients to secure the health care they need.

It is not only payment rates that cannot be negotiated, but the terms of the agreement
cannot be challenged. Health plans affect every segment of the practice of medicine
and compel treatment decisions; for example, by requiring practices to use specific labs;
by determining which tests may be performed in the office; by demanding the
completion of multiple- page forms that reduce the amount of time a physician has
available for treating patients; and by delaying paymentis by requiring responses to
seemingly endless trails of questions.

These requirements may enhance the profits of the insurer but they create significant
burdens for practices and patients. For example, a family physician in practice outside
a metropolitan area in Ohio contracts with a health insurer who changed its national
laboratory arrangement that originally included two companies down to a single,
exclusive laboratory arrangement. This change caused the insurer’s enrollees 1o drive
to the {ocal hospital for lab services rather than walk across the hall from the physician’s
office to a duly qualified reference lab. If the physician had referred the patients to the
non-participating lab across the hall, he or she could have faced fines by the payer.

Increased Un-reimbursed Administrative Responsibilities

The insurance plans that have a large segment of the patient population also pass back
to the physician practice many of their administrative responsibilities. According to a
family medicine office manager, each radiology notification and authorization request
now takes an average of up to ten minutes to perform with a physician peer-to-peer
request adding another 10 minutes. Another physician in Arizona reported that these
authorizations can often take at least 40 minutes per procedure to receive approval from
the insurance plan. These administrative activities are not reimbursed by the health
plan and so they have no incentive to become more efficient. The physician, in tumn, is
required to comply with time-consuming health plan requirements that not only are
unpaid but are increasing in a period of declining overall reimbursement.

Unilateral Contract Changes

Many contracts allow the health plan to unilaterally change the contract terms at any
time, without notifying the physician, simply by posting the amended terms on the
insurer's web site, Some contracts specifically forbid the physician from disclosing
information about the fees that the insurer pays to the physician, making it impossible
for these physicians to inform patients about their out-of-pocket responsibility for
deductible amounts under their policy. Few contracts provide physicians with payment
terms spelling out how the fee schedule will be calculated. The result is more primary
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care physicians are driven into other care settings, such as Emergency Rooms or cash-
only practices, or they leave health care altogether due to these negative contract
conditions, excessive administrative requirements and downward pressure on their
already slim margins.

Effect on Students and Residents

These contract imbalances concern not just the physician in practice now who is
struggling to keep her business open but also the student who is looking at career
options and deciding whether primary care offers a stable future. The number of
medical students choosing family medicine and primary care has been declining for
several years. Medical student debt averages over $200,000 upon graduation and the
potential earnings has a strong effect on the student’s choice of specialty. Patients’
access to primary care will ultimately be reduced as more medical students choose non-
primary care residencies because of the financial uncertainty and instability of the
current situation.

Effect on Small Business Community

It is important to note that the result of health plan mergers and consolidation is not the
achievement of economies of scale that might be expected. Such economies would
produce lower consumer premiums, which would make it possible for more small
businesses, including small medical practices, to afford to offer health insurance to their
employees. Instead, consolidation produces larger insurance companies wielding the
kind of power and influence that leaves physicians helpless and frustrated. As a resulf,
small businesses are not offered more affordable prices for their employees’ health
plans but rather fewer choices of physicians who will accept the plans that are offered.

Effect on Patients

The payment rates that the health plans dictate are unrelated to the quality of care that
the physician provides to their patients. A family physician in Arizona notes that he has
been honored several times as the best physician in the state and has over 100 other
physicians among his patients. He receives the highest rating possible from his health
plans for both quality and efficiency. Nevertheless, he is taking more than $100,000 out
of his savings each year to stay in practice because he is unable to negotiate higher
payment rates with the insurance companies. This situation is not only unfortunate, but
it is also clearly unsustainable. If he is forced to close his practice, his patients will have
lost that long-standing source of high-quality treatment, care coordination and
preventive services in which they have place their faith and trust and upon which they
have relied and depended. This is a sad statement of how we as a nation have allowed
our health care priorities to be contaminated

Effect on Quality

Finally, the most serious effect of this rapid consolidation is to undermine the great
potential for efficiency and quality improvement offered by what we are calling the
patient-centered medical home. As proposed by family medicine, internal medicine,
pediatrics and the osteopathic primary care physicians, the medical home is the practice
that has been transformed to offer comprehensive, continuous, coordinated care.
Experience with health systems based on primary care that exist in other industrialized

4
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nations amply demonstrates the value of a medical home. These practices provide
guidance, assistance and responsiveness to patients navigating an increasingly
complex health care system. But the patient-centered medical home depends on a
long-term relationship between the physician and the patient, which is threatened and
possibly destroyed if an insurance company dictates the terms of practice of medicine
and preempts the patient’s freedom of choice.

Conclusion

The AAFP recommends changes in existing anti-trust laws that will provide physicians
with tools that allow them to be true market participants. The current anti-trust laws
were established during a very different competitive environment. Under these
outmoded laws, physicians are barred from discussing the financial aspects of their
practice with any entity unrelated to their practice, yet it is clear that insurance
companies "price to the mean” which is how the natural competitive forces are
supposed to work and is what creates a dynamic market. Small and solo practice
primary care physicians are excluded from that very basic business condition while
market share and shear economic strength foster these near monopolistic insurer
behaviors.

Again, AAFP commends the committee for highlighting the issues resulting from health
insurance consolidation. Family physicians, many of whom provide health care in small
and solo practices in rural and other underserved areas, feel the effects of insurance
consolidation by trying to negotiate in a very disadvantageous environment. The
Academy would like to work with all stakeholders to ensure a path to an improved
health care system that puts the patient first and supporis the sustainability of a practice
that delivers high quality primary care; toward a system that places an emphasis on
personalized, coordinated, primary care and that enables such patient-centered
practices to fairly compete. One step in this direction would be to enact common sense
changes that would modernize anti-trust laws to better support small business medical
practices and to enable them to negotiate contracts with insurers from a position of
equality.

Thank you for the opportunity to provide this testimony and | lock forward to answering
your questions.
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Victory Wholesale Group (“Victory”) appreciates the opportunity to submit these
comments. The rising and out-of-control increase in health costs, which are largely due
to consolidations in the health care industry, is a very important subject to us and every
other small business across America. One of Victory’s largest expenses is for the
health care coverage it provides to all its employees, who are called associates.

About Victory Wholesale Group

Victory is a group of family owned, separate companies; the first established in
1979. OQur businesses include: a wholesale distributor of dry grocery, health and
beauty care and general merchandise, with 83 employees in Ohio, 24 in Florida, 6 in
Nevada, 10 in California and 17 people in 13 other states; a food marketing company
with 6 people in Connecticut and 24 employees in 12 other states; a public
warehousing business with 104 employees in two Ohio locations; a contract packaging
business with 17 Ohio employees; an interstate trucking company with 4 Florida, 27
Ohio and 9 employees in 5 other states; a pharmaceutical wholesale distributor with 100
employees in Puerto Rico; a fundraising gift distributor with 16 New York employees
and a promotional item distributor with 5 Ohio employees.

Victory’s health insurance benefits

Health insurance is the largest and most costly benefit that each of Victory’s
companies provides its associates. Insurance type's range from self-insured health
plans, governed under ERISA, to fully insured health plans provided by large regional
health insurers. Our companies maintain multiple health care programs, to help reduce
costs and foster competition among providers, because of the widely dispersed
locations of our business operations and the regional nature of health insurance
providers and their support networks.

Why Victory maintains different health plans and Victory’s experience.

Because Victory has employees and operations across the country, we've been
unable to find a single, affordable health care plan that will cover all our separate
businesses and associates. Over the years Victory has iried different types of health
plans including: self-insured and fully-insured, including PPO’s and HMO’s. Our
objective is to provide a valuable and quality health benefit that allows associates as
much free choice in selecting health care providers as reasonably possible while also
controlling costs for everyone.

It has been Victory’s experience, that if a health plan has one, or more,
participants with a serious or major health condition its competitive choices and
alternatives disappear, and its premiums are increased.



51

Also we have found that the deepest and best discounts are offered through
regional providers and networks of preferred providers that have hospitals, doctors and
other health care service providers, that combine into a single entity to provide health
plans with agreed pricing or discounts in exchange for the health plan steering its
employees 10 the network. Networks are either regional with large numbers of local
doctors and hospitals as members, or national with more limited numbers of doctors and
hospitals, or that offer smaller discounts.

We find that controlliing health care costs is nearly impossible; that the health
care industry is both fragmented, yet concentrated. I's loaded with administrative costs,
it’s inefficient, it’s not measured or accountable for quality or value. In the present
system the best way to control costs is to have only young, healthy employees.

Consolidation and affiliation of hospital and physician groups standardizes
patient medical information and makes it available and easily accessible to all affiliated
providers that may treat the patient; but on the negative side, it creates a concentrated
front to impose increases on heaith insurers or to resist providing discounts.

We find that insurance carriers quotes end up largely “experience rating” our
groups claims experience. That means they take our actual costs, add the insurance
company’s overhead and their desired profit and that is the premium we are guoted.
We can't find plans that cover all our locations with any meaningful provider’s networks
or discounts. Thus we are forced to shop on a local basis from a limited number of
carriers for separate groups with small numbers of employees.

Further, we found that most of the regions in which we sought quotes there were
only one or two dominate insurers that essentially controlied each local market. And to
make maters worse, those regions also were dominated by one or two major hospital
and physicians affiliated groups.

Additionally, we found that some carriers, through pricing, force small businesses
to take a pre-set benefit or networks. We have found that changing networks can be
very disruptive to employees and their families (and company administration).

Changing a network might require a participant to find new doctors and go to hospitals
that they are unfamiliar with. In designing our benefits we try 1o the extent possible to
minimize disruptions to our associate’s choice of providers.

We were faced with increasing cost, less choice, multiple plans and a whole
bunch of administrative problems managing the programs. Today’s health care system
is largely a pass though of all costs to employers and individual participants/insureds.

We have learned that sometimes an insurance carrier will “buy market share” by
offering low prices to new groups and then dramatically increase premiums or change
the benefits on renewals. When an insurer “buys a market” through price discounts, it
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often chases competition out of the market thus allowing the insurer to later increase
prices without opposition.

As most small businesses can attest, in a year following any significant claim(s),
it becomes virtually impossible to switch providers or to receive competitive quotes at
renewal. Even with competition, in the regions where we have operations, we find they
are dominated by only two large carriers; thus limiting our choices because both carriers
were expensive, only one was more $So.

Consolidation in Southwest Ohio.

We have a large number of associates in Southwest Ohio (Cincinnati and
Dayton, areas). Once there were a number of independent physician practices and
independent hospitals. Over the past 15 years, through several consolidations, we
found that Dayton’s five primary hospitals became essentially two through affiliations
(excluding Children’s Medical Center).

For more than a year recently, one major hospital in Dayton (and the physicians
who maintained privileges only at that hospital) refused to accept the pricing the larger
of only two regional health insurers was demanding. So, the two entities parted ways.
Our associates living in the neighborhoods surrounding that hospital were forced to find
new doctors and use new hospitals on the other side of town. Our choices and those of
other small businesses during that year were further reduced because the other big
regional health insurer did not cover a major portion of the geographic region in which
our employees lived. As employers, we faced the additional disruption that employees
go through when they were forced to use new doctors and hospitals outside their own
neighborhoods.

In Cincinnati a similar thing happened. 13 Hospitals became 3 through
affiliations (excluding Children’s). In both regions physician practices were purchased,
consolidated and affiliated with one of the large hospital affiliated group and now they
are large enough to stand up to the insurers in the area and resist pricing pressures.

Throughout Southwest Ohio, the few large hospital and affiliated physician
groups have been successful at increasing their prices by threatening to again “kick out”
one or both the only two very large regional health insurance companies that wanted
discounts or reduced increases. This was at the expense of the employees of small
businesses in the entire area that have been forced to pay the higher rates. Small
businesses lack the necessary clout to use against either the medical providers or
insurers. .

The message remains the same, small businesses choices are reduced and
prices are increased without any meaningful competition. The market today for small
business health insurance is essentially “take it or leave it.”
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Don’t underestimate the impact of discriminatory underwriting in the small
business market.

Anocther phenomenon that we now face is that our insurance carriers engage in
discriminatory pricing and/or coverages. In years when our associates and their
families were generally healthy our premiums rose consistent with reported national
average increases. However, in recent years we've had some associates with serious
health problems. In the case of our fully-insured plans, our premiums have increased
well beyond the national averages and we have been unable to get competitive insurers
1o quote the group. (Examples of serious health problems include: organ transplants,
heart problems, cancer, stroke, aneurysms, premature childbirth and conditions that can
be treated with very expensive drugs such as MS (Victory has seen pharmaceuticals
costing as much as $20,000 per month).

In our self-insured health plans, our excess insurers would simply delete the ill
participant from our group (it’s called “lasering out” a patient or condition). For example,
the premium for our excess insurance would still increase. In addition, the carrier would
tell Victory that we would have to cover the first $50,000 or $75,000 of a particular
individuals health costs. Again, while we might get quotes from excess carriers, we
found that they all generally behave the same as it relates to individuals facing serious
health problems. | would describe this concept as insurance companies only wanting to
insure healthy groups.

One of Victory’s smaller businesses has a number of older associates with many
of the ailments that go along with age and they are paying a higher premium than any of
our other groups. This particular business employs fewer than 20 associates and it is
stuck with our incumbent regional carrier. Whenever we can get quotes from carriers
willing to quote this group, they are always higher, or exclude afflicted associates or
they adjust the benefits to include unreasonable limitations on benefits — such as a 40%
co-payment on non-formulary brand name drugs without any cap. If an associate has
MS and their medications costs $5,000 month, 40% would be $2,000 a month. That
cost is simply not affordable so the treatment is discontinued or less effective treatments
are used.

We have found that even former associates electing coverage under COBRA can
and do have an impact on health insurance costs if the individual has a serious health
condition. Former associates who have existing medical problems often find they have
no choice but o continue with coverage under COBRA because they are unable 1o
obtain affordable health insurance elsewhere. Consolidation in the industry has
compounded the problem, by reducing the number of available insurers to whom an
individual can even apply for coverage.
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Another unexplained phenomenon is that if a group is turned down or priced by
one carrier at a premium, it seems like every other carrier in the regional somehow
learns of this which makes it more difficult to find alternatives.

Victory has also seen a number of conflicts in the industry that are generally
hidden from its insureds. For example one of our PPO networks receives undisciosed
payments from the doctors and hospitals that are subscribers. When we inquired as to
why they received these payments, and whether these payments were passed though
to Victory by way of discounts, we were unable to get an answer. It was strongly
suggested by our broker not to push the issue. Are these payments made to keep the
network from demanding deeper discounts? What about hospital and treatment centers
that are owned by physicians. Why are these arrangements hidden? In the end they
can stifle competition, cost and choice.

Victory’s experience is that the health insurance industry covertly or otherwise
discriminates against small business and individuals that have significant health
problems. Small businesses have no market power or advocate for the wrongful
conduct, so large and powerful regional health insurance and hospital/physician
affiliates stand to lose nothing by engaging in this conduct.

How do small businesses control health care costs today?

Unfortunately this proves to be an exercise of the lesser of a number of evils, few
that the small business can control. Each year at our annual health insurance renewals,
we get a quote from our broker that first shows the price of keeping the same health
benefits for the upcoming year. From an employer standpoint this is the least disruptive
to the employees and their families (and business administration). Unfortunately, in our
experience, this usually includes a cost increase. So our broker then offers a series of
options to either keep the cost the same as the previous year or reduce the increase in
cost for the upcoming year. These options include:

» Increasing the amount of premium that each associate pays;

* Increasing co-payments and/or deductibles;

* Impose charges on unhealthy lifestyles, such as smoking or obesity
premiums,

* Reduce and/or eliminate benefits;

* Modifying benefits and provide financial incentives (or disincentives as the
case may be) to use modified benefits’;

' For example, last week in our annual health insurance renewal, our broker suggested that we
encourage our associates to have elective surgical procedures performed overseas. We were
advised that even paying for travel for two, treatment and recovery at what was described as
Four Seasons like health care facilities that cater to westerns; we would save tens of thousands
on elective surgical procedures. We were informed, for example, that a single knee
replacement that costs approximately $30,000 in the Midwest would cost under $5,000 inclusive

6
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« Be very selective in hiring employees — i.e. hire only healthy employees®;

» Incorporate a Health Savings Account or Health Reimbursement Account into
the plan design (higher deductible and lower benefits); and/or

+ Eliminate offering employer provided health insurance.

Conclusion

Historically small businesses make up the back bone of our nation’s employers.
Collectively small businesses employ the largest number of people in the U.S. Yet,
because each company is small, we have almost no “market clout” to help bring
changes into health care system For improvements we must depend on you in The
Congress.

Reduced competition in health care is it at the insurer level or the provider level
has increased the costs of health care to Victory and its employee-associates as well as
those of other small businesses. Solutions must include some meaningful competition.
Pooling and sharing of risks without selective health screening, will advance competitive
pricing. Keeping a multiple payer and provider system gives greater flexibility to
experiment and discover ways to improve our health care system. A single payor or
socialized plan will put all of our nation’s eggs in one basket, which certainly disfavors
innovation and experimentation. On paper our present system should work, but
because of inefficiencies and gaming, it doesn't.

Victory appreciates the Committee on Small Business review of this important
issue and the opportunity to present its views on the topic. We thank you for the
invitation to present our views. We hope that the Committee and U.S. Congress will
take our comments along with the comments from fellow panel members and others,
seriously and not make this just another political battle without substantive change.
Small business and the tens of millions of their employees, and your constituents will
suffer.

The problems are complex and involve a large number of interested parties;
political pressure will be exerted by the well funded. Lets work toward a solution and
show the world that we can not only put humans on the moon, but we have the
intelligence and creativity to fix a broken, expensive and complex system of delivering
health care.

of travel for two in Singapore. Victory is not ready to mandate its associates travel thousands of
miles and away from their families and loved ones to obtain heaith care, however it is difficuit
not to seriously consider the potentiai savings.

2 Victory doesn't engage in, support or condone this practice; however, we understand that the
practice is not uncommon.



56

Testimony of

Greg Scandlen
President
Consumers for Health Care Choices

“Health Insurer Consolidation: The Impact on Small Business”

Committee on Small Business
United States House of Representatives

October 25, 2007

Consumers

for health care
Choices

www.chcchoices.org



57

Madam Chairman, and Members of the Committee,

Thank you for the opportunity to share some thoughts with you today about the problems
created by excess concentration in the health insurance market.

1 am Greg Scandlen. I am the founder and president of Consumers for Health Care
Choices, a national, non-profit and non-partisan membership organization with members
in 44 states. I have been in health policy since 1979 when I was hired by Blue Cross Blue
Shield of Maine to rewrite their contracts in plain language. I spent 12 years in the Blue
Cross Blue Shield system, including 8 years with the national association where I was
responsible for state government relations, including being liaison with the National
Association of Insurance Commissioners, National Governors® Association, National
Conference of State Legislatures, and other organizations of state officials.

1 left the Blues in 1991 to organize a trade association of smaller insurance companies,
the Council for Affordable Health Insurance. I ran that organization for five years and left
to become a consultant and a researcher for several national think tanks.

1 applaud this committee for its long-standing interest in the health insurance market,
especially for small employers. For many years surveys have shown there is no greater
issue weighing on the minds of small business owners, but now we are seeing that the
issue has gone from being a worry of business owners to a crisis in health policy as fewer
employers are able to offer coverage at ail. The latest Kaiser Family Foundation survey
(available at http://www.kff.org/insurance/7672/index.cfin) found that the percentage of
the smallest employers (with 3 — 9 employees) offering any coverage has dropped from
57% in 2000 to 45% today.

This fall-off of enrollment is usually attributed simply to rising costs, but I think it is
deeper than that. I think both employers and employees look at the health insurance
market and find products and services that are over-priced, inefficient, unaccountable,
inconvenient, and incomprehensible. They simply do not find value here and they don’t
see many available alternatives.

This indifference to customer needs and preferences is characteristic of non-competitive
markets. Vendors see little need to innovate, cut costs, improve services, or simplify
processes because everyone else is offering the exact same product at the exact same
price. Customers are stuck.

The Consequences of Excessive Regulation,

This non-competitive market is not an accident of history and it is not inherent in health
insurance. I was closely involved in the small group reform efforts of the National
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Association of Insurance Commissioners (NAIC) in the late 1980s. I knew the
commissioners and the staff of the committees that developed the NAIC’s model laws
and regulation quite well, and they were very explicit about their intentions. They said at
the time the reforms they were proposing would do nothing to lower costs or increase
access. All they wanted to do was “stabilize the market.” In their view, the small group
market was suffering from an excess of competition that was confusing to purchasers.
They thought it would be better if there were only three or four competing companies in
each state.

They have been wildly successful. In my state of Maryland there are now just two
companies controlling 90% of the small group market. Options are few and prices are
high. Individual coverage is a far better deal in Maryland, and in most other states, than
small group coverage. That is part of the reason small employers are dropping group
coverage — they and their employees can get a better deal with individual insurance.

The regulations imposed on the small group market included some that were later made
industry-wide by Congress when it enacted HIPAA, but also a host of other regulations
that discouraged participation in this market — rating restrictions, underwriting
restrictions, minimum participation and employer contribution requirements, bans on list
billing, standardized benefit designs, requirements on provider participation, claims
approval and claims review requirements, capitalization and reserve requirements,
investment restrictions, minimum loss-ratio standards, market conduct requirements, and
of course, state mandated benefits.

All of these regulations, however well-intentioned, add to the cost of coverage.
Moreover, many carriers found it expensive and difficult to comply with all the varying
requirements of many different states, especially as the requirements changed from year
to year. As a consequence, many carriers decided to get out of the health business and
sold off their blocks of business to larger carriers who could afford the compliance costs.
This is the primary cause of concentration in this market.

Is Concentration a Good Thing?

Now, some people will argue that this concentration is a good thing, but these arguments
are based on a poor understanding of insurance markets. Let me explain.

Risk Pooling.

People often argue that the purpose of insurance is to pool risks, so the bigger the carrier,
the better. Too much competition, they say, “segments the market” and loses the benefit
of the pooling mechanism.

Risk pooling is indeed an essential function of insurance, but all of the benefits of pooling
are achieved with a relatively small number of people. The optimal size of a risk pool is
frequently debated among actuaries and depends on a host of factors, (See, for instance,
www sonoma-county.org/health/ph/mme/pdfimodels.pdf) but most of the beneficial
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effects of pooling can be achieved with as few as 25,000 covered lives. It is simply not
the case that bigger pools are better.

Economies of Scale.

Similarly, people argue that bigger is better to achieve economies of scale. Fixed costs
can be spread across a larger population, lowering the cost to each individual.

Again, the argument is valid — as far as it goes. But at a certain point there will also be
dis-economies of scale and managerial inefficiency. Where that point is, is open to
debate. The graphic below is taken from Risk Pooling in Health Care Financing: The
Implications for Health System Performance, by Peter C. Smith and Sophie N. Witter,
both of the Centre for Health Economics at the University of York, York, UK, and
published by the World Bank in 2004 (available at
hup://extsearch. worldbank.org/serviet/SiteSearchServiet?g=risk%20pooling ).
It illustrates two things:
1. The advantage of risk pooling levels off at a certain number of covered lives;
2. There are substantial dis-economies of scale beyond a certain number.

QuickTime™ and a
TIFF (LZW) decompressor
are needed to see this picture.

Adverse Selection.

Finally, people will argue that having a wide selection of health coverage choices invites
“adverse selection,” That is, people of like-risks will segment themselves into different
health plans, with the healthiest going into one with minimal benefits and the sickest
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going into the one with the richest benefits. They say it would be fairer to allow only rich
benefits so that the healthy will subsidize the preferences of the ill.

Certainly selection happens but it can be manageable, as we have seen with FEHBP.
Plus, the flip side of adverse selection is moral hazard. If it is true that high-risk people
will select the richest benefit programs, it is also true that low-risk people who are placed
into rich benefits programs will use more health care services than they otherwise would,
raising the costs of coverage for all. In either case, the presence of insurance distorts
normal consumer behavior. “Fairness” is not served by forcing people to purchase
benefits they have no use for, and that is one of the reasons so many small employers are
not buying coverage at all. ’

Innovation Needed.

These criticisms all assume that there is a single type of health insurance coverage that is
most suitable for all people, but as Clark Havighurst and his colleagues at the Duke Law
School have found, the type of comprehensive coverage that is most common today is
aimed at the well-educated elite and is in fact subsidized by lower-income working
people who derive little value from the coverage. In a recent special edition of Law and
Contemporary Problems, (available at
http://www.law.duke.edu/journals/journaltoc?journal=lcp&toc=lcptoc6autumn2006 htm
) Mr. Havighurst says, “lower-income insureds get less out of their employer’s health
plans than their higher-income coworkers despite paying the same premiums.” He argues
that over-regulation prohibits the offering of more modest benefit packages that would
have greater appeal to the same lower-income workers who have little ability to influence
the regulators. He adds that the current system “greatly amplifies price-gouging
opportunities for health care firms with monopoly power.”

One exception to this situation has been the introduction of Health Savings Accounts
(HSAs), a very modest innovation that appeals to some segments of the market that did
not find value in comprehensive coverage. By some measures, between 30% and 40% of
the non-group and small group purchasers of HSAs were previously uninsured (see, for
example, HSAs and Account-Based Plans: An Overview of Preliminary Research,
06/28/2006, available at http://www.ahipresearch.org/ ), suggesting that they did not find
value in the comprehensive plans that used to be the only option.

But HSAs are only one small example of the potential for innovation in the benefits
market. Another can be found within the Medicare program. Medicare’s Special Needs
Plans (SPNs) have had very promising success in designing benefits specifically for
subsets of beneficiaries, such as people with chronic conditions. (See, for example,
Managed Healthcare Executive, “Medicare Advantage Plans establish SNPs to provide
care to dual eligibles, high-risk patients,”
http://mhe.adv100.com/mhe/article/articleDetail.jsp?id=322943 ) This is a major
departure from conventional practice where health plans typically try to avoid high-risk
people with costly conditions. These Special Needs Plans welcome them and design
benefits for them that will lower the cost of their care.
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Another potential innovation was designed by a recently deceased member of my
organization, James Pendleton, MD. The “Pendleton Plan™ (available at
http://www.chechoices.org/articles.html) is aimed at costly hospital inpatient care. It is
like a Schedule of Allowances benefit structure based on average hospital costs in an
area, but it also includes graduated co-payments or rebates if the patient chooses a facility
that is more or less expensive than the average. This plan has not yet been brought to
market, but several insurers are interested in it and may try it out on a demonstration
basis.

1 am familiar with several other entrepreneurs who are working on unique benefit designs
and trying to raise the capital to turn these ideas into reality. But they are discovering
very significant barriers to entry in the small group market imposed by the regulatory
system. They are likely to focus instead on the large group market that has relatively few
regulatory barriers at this time.

Creating a more competitive market for small group coverage.

There is a lot that has to be done to restore competition in health insurance. Anti-trust
enforcement is one aspect, and my organization was concerned enough about the recent
United/Sierra merger in Nevada to ask the Department of Justice to reject the merger. In
our letter to the Attomey General (March 26, 2007) we wrote:

We have no opinion about the companies themselves. Whether they are good or
bad or something in between is irrelevant to us. The question to us is solely
whether this merger increases or decreases competition and consumer choice.
This is the same standard we would apply to any other merger proposal, between
hospitals, between pharmaceutical manufacturers, or any other aspect of the
health care system.

Consumers need more choices, not fewer. There is already far too much
concentration in the hands of a few giant players in health care. Greater
concentration means less competition and that is bad for consumers.

Indeed, concentration is rife throughout the health care system with mergers of not only
insurers, but hospitals and pharmaceutical companies as well.

The health plans will argue they need to become more concentrated to deal with the
rising concentration of these other actors. But hospitals argue they need to merge to deal
with the rising concentration of the carriers. It is a spiral that is quickly leading to near-
monopolization throughout health care, to the detriment of individual consumers.

Anti-trust action can forestall the most egregious of these mergers, but anti-trust does not
create new competitors or encourage innovation if the artificial barriers to entry are high



62

and the regulatory environment unfavorable. Indeed, anti-trust cannot prevent a company
from going out of business in an unprofitable climate.

We also do not expect many states to relax their regulatory burdens. Some have, but it is
unusual for legislatures to admit errors and repeal laws. Plus, most of these regulations
have constituencies that will fight to retain them. These constituents often include the
remaining health plans that enjoy their near-monopoly position and do not want to
encourage new competitors.

That leaves only two courses of action for Congress.

1. Allow the interstate purchase of health insurance. States would continue to
regulate their domestic carriers, but buyers would be able to purchase coverage
from any licensed carrier in the United States. Congressman John Shadegg
sponsored legislation (H.R. 2355) in the last Congress to do just this. Small
business owners would be able to purchase coverage according to, not only the
reputation and integrity of the insurance company, but also the set of regulations
that apply to it.

2. Create an alternative federal charter that carriers could choose to operate within.
This would be like the current banking system where banks can choose to be state
chartered or federally chartered. A state chartered insurance company would be
confined to operating within that state, but a federally chartered company could
operate anywhere within the United States.

In either case, Congress would restore the intent of the Interstate Commerce Clause of the
Constitution, which vested the regulation of interstate commerce solely in Congress.
Congress ceded its authority to the states in 1946 when it enacted the McCarran-Ferguson
Act, but there is no reason Congress cannot reclaim some or all of that authority, as it did
when it enacted ERISA in 1974.

Conclusion

The small group market for health insurance has become dysfunctional over the past
twenty years. Excessive regulations, though well-intentioned, have resulted in oligopoly
conditions that have led to higher prices, poorer services, and very few choices.

Consumer choice is meaningful only when there is a wide variety of products, services,
and vendors from which to choose. We desperately need vigorous competition
throughout the health care system to restore market discipline and encourage innovation.

Congressional remedies are limited, but are needed because the states have failed to get
the job done.
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Statement of Consumer Federation of America, Consumers Union, and
US PIRG

To the Committee on Small Business
United States House of Representatives
Regarding Health Insurer Consolidation

October 25, 2007

Consumer Federation of America, Consumers Union, and US PIRG (“consumer
groups”) appreciate the opportunity to present our views to the Committee on Small
Business on health insurer consolidation. We commend the Committee for holding this
hearing and for its efforts in identifying ongoing conduct that may harm the competitive
marketplace. This hearing puts a spotlight on issues critical to consumers and small
businesses throughout the United States. An unabated flood of health insurance mergers
has led to highly concentrated markets, higher premiums, and lower reimbursement.
Skyrocketing premiums have put insurance out of reach for millions of consumers and
the number of uninsured Americans has increased to critical levels: over 89 million or
one out of three Americans under age 65.' As consumers have suffered from egregious
deceptive and anticompetitive conduct by insurance companies, those companies have
recorded record profits. The problems presented could not be more stark or have a more
severe impact on consumers.

In the past decade there have been over 400 health insurer mergers and in only
two cases has the Department of Justice brought any enforcement action. The Justice
Department has not brought any cases challenging anticompetitive conduct by health
insurers, even though numerous private plaintiffs and State Attorneys Generals have
challenged this type of conduct. In effect, the insurance companies have gained a newly
found “antitrust immunity.”

The consequences of lax enforcement for consumers are clear. The American
Medical Association reports that 95% of insurance markets in the United States are now
highly concentrated and the number of insurers has fallen by just under 20% since 2000.
These mergers have not led to benefits for consumers: instead premiums have
skyrocketed, increasing over 87 percent over the past six years. Patient care has been
compromised by the over-aggressive efforts of supposed managed care, and the number
of uninsured Americans has reached record levels.

A vital component to assuring the competitive marketplace is protecting the
ability of consumers to choose between alternatives. Antitrust enforcement against
anticompetitive mergers and exclusionary conduct is essential to a competitive
marketplace. This unprecedented level of concentration and the lack of antitrust

! See Wrong Direction:_One out of Three Americans are Uninsured (Families USA 2007).
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enforcement pose serious policy and health care concerns. As Vermont Senator Patrick
Leahy observed in Hearings before the Senate Judiciary Committee last year on health
insurance consolidation:

a concentrated market does reduce competition and puts control in the hands of
only a few powerful players. Consumers — in this case patients — are ultimately
the ones who suffer from this concentration. As consumers of health care services,
we suffer in the form of higher prices and fewer choices.?

Congress is currently grappling with the severe problems of the uninsured. The
number who have been uninsured for some period in any two year period has increased
by over 17 million since 2001 and now amounts to over 89 million Americans. The
reason is simple: the cost of health insurance has outstripped the pocketbooks of both
consumers and small businesses.® Premiums for both job-based and individual health
insurance have risen rapidly over the past seven years and have increased by double-digit
amounts annually since 2001. Moreover, these rising premiums have far outstripped
increases in worker earnings. Between 2000 and 2006, premiums for job-based health
insurance increased by 73.8 percent, while median worker earnings rose by only 11.6
percent.

There is a direct relationship between the insurance consolidation and the
anticompetitive conduct engaged in by health insurers, and the increasing problem of the
uninsured in the United States. Increased concentration and a lack of enforcement has
led to skyrocketing premiums, higher deductibles and higher co-pays. The most severe
problems occur simply when employers or employees can no longer afford insurance.
Increasingly employers have been forced to scale down insurance or drop insurance
altogether. Thus, the number of uninsured individuals has hit a record level. The lack of
enforcement has created an environment where the insurance companies act as if they are
immune from antitrust scrutiny. This must be reversed.

As a first step, some of us have recommended that the Antitrust Division of the
Department of Justice carefully scrutinize United Healthcare’s acquisition of Sierra
Health, which, if approved, will lead to a virtual monopoly in various health insurance
markets in Las Vegas. We have attached a statement of the Consumer Federation of
America before the Nevada Commissioner of Insurance on the United Healthcare/Sierra
Health merger, which articulates the types of problems posed by increasing
consolidation in the health insurance industry.

Again, we welcome the attention of the Committee to this important issue.

? Statement of Senator Patrick Leahy, Hearing on “Examining Competition in Group Health Care” U.S.
Senate Committee on the Judiciary (Sept. 6, 2006).
® Families USA study at fn 1.
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Testimony of David Balto
On Behalf of the American Antitrust Institute and Consumer
Federation of America
Before the Nevada Commissioner of Insurance on the United Health
Group Proposed Acquisition of Sierra Health Services'
(July 27, 2007)

L INTRODUCTION

The American Antitrust Institute (“AAI"™) and Consumer Federation of America,
(“consumer groups”) appreciate this opportunity to testify before the Commissioner of
Insurance on United Health Group’s (*United”) proposed acquisition of Sierra Health
Services, Inc. (“Sierra™).? As detailed in our testimony based on our preliminary review
we strongly believe that this acquisition will harm all Nevada health insurance
consumers, particularly those in Clark County, through higher prices, less service, and
lower quality of care. The level of concentration posed by this merger is simply
unprecedented: it is far greater than in any merger approved by the Antitrust Division of
the U.S. Department of Justice (“D0J”) and would give United clear monopoly power in
Clark County.

In evaluating this merger under NRS 692C.210(1) the Commissioner of Insurance must
consider several factors including: (1) whether “the effect of the acquisition would be
substantially to lessen competition in insurance in Nevada or tend to create a monopoly”
and (2) whether if approved the “[a]cquisition would likely be harmful or prejudicial to
the members of the public who purchase insurance.” As we explain below, both of these
factors counsel for denial of the application. The merger creates a dominant insurer,
particularly in Clark County, with the ability to raise premiums, reduce service and
quality and reduce compensation to providers. It will clearly harm purchasers of
insurance who will pay more for service that provides lower quality care.

' 1 have practiced antitrust law for over 20 years, primarily in the federal antitrust enforcement agencies: the
Antitrust Division of the Department of Justice and the Federal Trade Commission. At the FTC, I was
attorney advisor to Chairman Robert Pitofsky and directed the Policy shop of the Bureau of Competition.
Maria Patente, Washington College of Law (Class of 2008), provided extensive assistance in the
preparation and research of the testimony.

% The American Antitrust Institute is an independent Washington-based non-profit education, research, and
advocacy organization. Its mission is to increase the role of competition, assure that competition works in
the interests of consumers, and challenge abuses of concentrated econemic power in the American and
world economy. For more information, please see www.antitrustinstitute org. This testimony has been
approved by the AAI Board of Directors. A list of contributors of $1,000 or more is available on request.
The Consumer Federation of America (“CFA™)'is the nation’s Jargest consumer-advecacy group, composed
of over 280 state and focal affiliates representing consumer, senior citizen, low income, labor, farm, public
power and cooperative organizations, with more than 50 million individual members. CFA represents
consumer interests before federal and state regulatory and legislative agencies and participates in court
proceedings. CFA has been particularly active on antitrust issues affecting health care.
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This unprecedented level of concentration raises important policy and health care
concerns relevant to the factors evaluated in these Hearings. As Vermont Senator Patrick
Leahy observed in Hearings before the Senate Judiciary Committee last year on health
insurance consolidation:

a concentrated market does reduce competition and puts control in the hands of
only a few powerful players. Consumers ~ in this case patients — are ultimately
the ones who suffer from this concentration. As consumers of health care services,
we suffer in the form of higher prices and fewer choices.’

Creating a dominant insurance provider should be a profound concern in Nevada, a state
plagued with shortages of nurses, doctors and other health care professionals.

This testimony, which is based solely on public information, provides our preliminary
views that this merger would “substantially to lessen competition in insurance in Nevada
or tend to create and monopoly” and “would likely be harmful or prejudicial to the
members of the public who purchase insurance.” This paper also addresses the United-
Sierra merger in the context of the numerous competitive imperfections and market
failures unique to the HMO and health insurance industry and with respect to the specific
challenges facing Nevada’s health care due to a serious shortage of doctors and nurses.

IL SUMMARY
The consumer groups urge the Commissioner to focus on the following issues:

s Will the United-Sierra merger reduce competition for the provision of health
insurance to employers and individuals seeking health coverage in Nevada?
Yes. Sierra is the largest HMO provider in Nevada and United is the only
significant rival. The United-Sierra merger in Nevada would give United a 80%
market share of all HMOs in Nevada and a 94% market share of the HMO market
in Clark County. Although its market share is smaller than Sierra’s, United has
the potential for significant growth in Nevada since its acquisition of PacifiCare in
2005. Moreover, the next largest HMO rival in Clark County has only a 2%
market share. The merger would adversely affect a wide range of buyers
including small employers, governmental and union purchasers.

e Will the United-Sierra merger reduce competition for the provision of services
in the Medicare Advantage program? Yes. Medicare is increasingly turning to a
managed care model. Increasingly Medicare beneficiaries are signing up for the
Medicare Advantage program which provides health care services to beneficiaries
in a managed care model. The only current bidders for Medicare advantage in
Nevada are United and Sierra. United is the largest Medicare Advantage program

¥ Statement of Senator Patrick Leahy, Hearing on “Examining Competition in Group Health Care” U.S.
Senate Committee on the Judiciary (Sept. 6, 2006).
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in the U.S. The merger would create a monopoly in the provision of services for
Medicare Advantage program resulting in a lower level of care and higher prices.*

o Could the United-Sierra merger increase the threat of monopsony power and
reduce access to medical care and the quality of medical care in Nevada? Yes.
There is currently a significant and chronic shortage of health care providers
including physicians and nurses in Nevada, an understaffed region where health
professionals are forced to work overtime, double-shifts, weckends, and holidays.
This merger will exacerbate those problems for health care providers dependent
upon the merged firm. A combined United-Sierra can reduce compensation
resulting in a diminution of service and quality of care. In the past the DOJ has
brought enforcement actions because of concerns over monopsony power where
the market share exceeded 30%, a level clearly exceeded by this acquisition. This
merger may lead to a significant reduction in reimbursement for health care
providers, leading to lower service and quality of care.

s Will other insurance companies readily enter the market (or expand) and fully
restore the competition lost from the merger? No. In some cases it may be
unnecessary to challenge a merger if other firms can readily enter a market to a
sufficient degree to avert the anticompetitive effects of the merger. That is clearly
not the case for this market. As the DOJ has recognized in other cases, barriers to
entry in the HMO market are extremely high due to the extensive physician
networks, technology networks, and specialized medical infrastructure that are
essential to the industry. Moreover, Nevada already faces a serious shortage of
both doctors and nurses, and attracting a sufficient number of personnel would
pose a high barrier for a new entity interested in providing HMO plans in Nevada.
There has been little historical entry into the Nevada HMO market, in spite of the
growth of population. Moreover, with a dominant United-Sierra, it is highly
unlikely a new entrant would undertake the risk of new entry.

o Do the efficiencies from the United-Sierra merger outweigh the anticompetitive
harms? No. The parties have not proposed significant efficiencies from this
consolidation. If there were any efficiencies they probably could be achieved
through internal growth, considering the rapid population growth in Nevada.
Moreover, efficiencies should only be included in the competition calculus if they
will result in lower prices or better service to consumers. As a general matter,
efficiencies from health insurance mergers have not been passed on to consumers.
Health insurance mergers have generally led to increased subscriber premiums
without expansion of medical benefits. There is little evidence if any that any
efficiencies achieved in the United-PacifiCare merger have resulted in lower
premiums or better service for United or former PacifiCare subscribers. Since the

* A large number of the consumer complaints filed with the Commissioner about this merger raise concerns
over the loss of competition in the Medicare Advantage market. Many of these complaints are from elderly
beneficiaries who are particularly vulnerable to anticompetitive conduct. Over 30% of Nevada Medicare
beneficiaries subscribe to Medicare Advantage, one of the highest enrollments of any state.
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combined United-Sierra would have a dominant market share post-merger it is
highly unlikely any savings would be passed on to consumers.

o Would a divestiture or other structural relief be sufficient to alleviate the
competitive problems raised by the merger? No. The parties have not suggested
that they would be willing to divest assets to solve the competitive concerns
raised by the merger. Even if they did the Commissioner should be extremely
skeptical of any proposed relief. In the past the DOJ has attempted to resolve
competitive concerns over some mergers by requiring the divestiture of a certain
number of contractual arrangements in order to spur new entry. These
divestitures have been insufficient to cure the competitive problems posed by
those mergers. A divestiture is even less likely to resolve the competitive
concerns in this merger where the merged firm will clearly be the dominant
insurer in the market.

o Would consumers be better off if the Commissioner rejected the merger? Yes.
The ultimate antitrust question in evaluating any merger is what would happen
“but for” this merger? What would happen to the merging parties, consumers,
and providers? The answer in this case seems rather transparent. United and
Sierra are both successful, financially sound, capable companies that would
continue to grow and thrive. Through its acquisition of PacifiCare, United
established an important beachhead in Nevada. But for this merger, United would
continue to expand in Nevada and challenge Sierra’s strong position in the
market. That competition between United and Sierra would lead to lower
premiums, greater innovation and better service. There is simply no reason why
United can not achieve most of the benefits of this acquisition through internal
growth,

The remainder of the testimony is set forward as follows. First, we make some
observations about special considerations for health insurer mergers and suggest why
regulators and enforcers can not rely on the theoretical assumptions of a competitive
market. Then we focus on past enforcement actions and the principles of antitrust
enforcement. We then explain how the merger will reduce competition in both the
provision of certain health insurance products (impact on buyers) and health care
providers (impact on sellers). Finally, we explain why other factors such as ease of entry
or efficiencies will not prevent the anticompetitive effects of the merger.

L.  ANTITRUST MERGER STANDARDS AND PAST ANTITRUST
ENFORCEMENT ACTIONS

The U.S. antitrust laws, like the Nevada insurance statute, provide that a merger may be
illegal if it may “tend substantially to lessen competition or to tend to create a
monopoly.”™ The concern under the merger laws is that a merger may tend to reduce

5 Clayton Act, 15 U.S.C. § 18. There is no case law evaluating the competitive legality of mergers under
NRS 692C.210(1), however the language of the statute is identical to the Clayton Act. Thus, it is
appropriate to apply the standards of federal antitrust law. The Nevada antitrust statute is similar to the
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competition and lead to higher prices, lower service, less quality, or less innovation.
Concerns over a reduction in quality, central to the delivery of health care services, is an
important clement of competition.® As the Supreme Court has observed, competition
protects “all elements of a bargain — quality, service, safety, and durability — and not just
the immediate cost.””.

In order to determine the likely competitive effects of a merger the case law and the
Merger Guidelines established by the Department of Justice and the Federal Trade
Commission set forth a multi-step process.® The process begins by defining the “line of
commerce” or relevant product market and the “section of the country” or relevant
geographic market. A relevant market can include any group of products or services.
Once a relevant market is defined, the level of concentration and market share is
calculated to determine the likely competitive effects of the merger. In cases where
there is an undue level of concentration in the relevant market (generally a market share
over 30%) there is a prima facie case of iflegality and a presumption of unlawfulness.® If
there is a presumption of unlawfulness then the burden shifts to the defendants to rebut
the prima facie case and demonstrate that other market characteristics make the
presumption of anticompetitive effects implausible. Two types of evidence are
prominent in merger cases -- if the defendants can offer evidence that entry is relatively
casy, that may dispel the notion that the merger will lead to significant anticompetitive
effects. Finally, if a merger will lead to substantial efficiencies, these may counteract
those anticompetitive effects.

The two most instructive antitrust cases involving health insurance mergers are the DOJ’s
challenges to Aetna’s 1999 acquisition of Prudential and United’s 2006 acquisition of

Clayton Act, It prohibits mergers that will “result in the monopolization of trade or commerce ... or would
further any attempt to monopolize trade or commerce” or “substantially iessen competition or be in
restraint of trade.” NRS 598A .060(1 )(f).

¢ Section 7 prohibits anticompetitive reductions in quality because it equivalent to an increase in price —
consumers pay the same (or greater) price for less. Community Publishers, Inc. v. Donrey Corp., 892 F.
Supp. 1146, 1153 n.8 (W.D. Ark. 1995), aff"d sub nom. Community Publishers, Inc. v. DR Partners. 139
F.3d 1180 (8th Cir. 1998); Merger Guidelines, § 0.1 (“Sellers with market power also may lessen
competition on dimensions other than price, such as product quality, service, or innovation.”); id. §1.11.

? Nat’l Soc’y of Prof. Eng'rs v. United States, 435 U.S. 679, 695 (1978).

® U.S. Dep't of Justice and Federal Trade Comm’n, Horizontal Merger Guidelines (1997} (hereinafier
“Merger Guidelines™), The Nevada statute provides that in determining whether to approve a merger the
Commissioner of Insurance “shall consider the standards set forth in the Horizontal Merger Guidelines ....”
NRS 692C.256(2).

® Concentration in merger cases is expressed in terms of market shares and a measure known as the
Herfindahl Hirschman Index (“HHI"). The HHI is calculated by adding together the squares of the market
share of individual competitors in the market. In a market with a single seller, the HHI is 10,000. The
FTC/DOJ Merger Guidelines provide that an HHI below 1000 corresponds to an “unconcentrated” market;
an HHI between 1000 and 1800 corresponds to a “moderately concentrated” market, and a HHI above 1800
corresponds to a “highly concentrated” market. The HHI is a screening tool used to assess whether a
proposed merger will lead to anticompetitive consequences, Under the Guidelines different presumptions
apply, depending on the extent of post-merger market concentration and the increase in HHI that will result
from the merger. The greatest competitive concerns are raised where the post-merger HHI exceeds 1800.
In such as case, it is “presumed that mergers producing an increase in the HHI of more than 100 points are

likely to create or enhance market power or facilitate its exercise.” Merger Guidelines , §1.51.
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PacifiCare. Both of these mergers were resolved with divestitures to facilitate the entry
of a new competitor to remedy the competitive concerns. Each case focused both on the
harm to purchasers of HMO and other insurance services from the exercise of monopoly
power and the harm to healthcare providers from the exercise of monopsony power.” In
both the United-PacifiCare and the Aetna-Prudential mergers, the DOJ identified highly
concentrated markets that were substantially likely to suffer harm to competition as a
result of these mergers.

In 1999, the DOJ and the State of Texas settled charges that the merger between Aetna
and Prudential in the State of Texas would harm competition. The DOJ focused on
relevant markets of HMO products and physician services. Aetna and Prudential were
head to head competitors in the HMO markets in Houston and Dallas. The proposed
merger would have increased Aetna’s market share from 44% to 63% in Houston and
26% to 42% in Dallas."

Moreover, the merger raised monopsony concerns by giving the merged firm the
potential to unduly suppress physician reimbursement rates in Houston and Dallas,
resulting in a reduction of quantity or degradation of quality of medical services in the
areas.”” The operative question from DOJ’s perspective was could health care providers
defeat an effort by the merged firm to reduce provider compensation by a significant
amount, e.g., 5%. The question was answered in the negative for several reasons:
physicians have limited ability to encourage patients to switch health plans, and
physicians’ time (unlike other commodities) cannot be stored, which means that
physicians incur irrecoverable losses when patients are lost but not replaced. To
exacerbate matters, contracts with physicians were negotiated on an individual basis, and
were therefore susceptible to price discrimination by powerful buyers. Thus, DOJ
concluded that Aetna had sufficient power to impose adverse contract terms on
physicians, especially decreased physician reimbursement rates, which would “likely lead
to a reduction in quantity or degradation in the quality of physicians’ services.””

To resolve these competitive concerns the DOJ ordered Aetna to divest its entire interest
in NYLCare-Gulf Coast and NYLCare-Southwest, its Houston and Dallas commercial

' Health insurers play dual roles as sellers of insurance services and buyer’s of health care services. In its
first role, the health insurer’s “output™ consists of health benefit packages, and the output prices are paid for
by customers in the form of subscriber premiums. In the role as the seller of health benefits, a dominant
health insurer in a concentrated market could potentially act as a “monopolist” charging an above market
price for health benefits. In its second role, the health insurer acts as a buyer, and the inputs consists of
physician and other medical services. The insurer’s input prices are the compensation it pays in the form of
physician fees and fees for medical services. In this role, the health insurer may act as a “monopsonist,”
reducing the level of services or quality of care by reducing compensation to providers. Health insurers are
both buyers of medical services and sellers of insurance (1o consumers), so insurance mergers can raise
both monopsony and monopoly concerns.
" These market shares are substantially smaller than the market shares which would result from the United-
gierra r;lerger in the HMO markets of Nevada and Clark County (80% in Nevada and 94% in Clark

ounty).
:2 med States v. Aetna, Revised Competitive Impact Statement, Civil Action 3-99CV 1398-H.
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HMO business. This consisted of 260,000 covered lives in Houston and 167,000 covered
lives in Dallas,

In 2006, the DOJ investigated the merger between United and PacifiCare and focused on
potential competitive concerns in relevant markets for commercial health insurance for
small group employers in Tucson, Arizona and physician services in both Tucson and
Boulder, Colorado." Small group employers are employers with 2-50 employees. The
merger would have combined the second and third largest providers of commercial health
insurance in Tucson and increased United’s market share from 16% to 33%.

The merger also raised concerns over the potential harm to competition in the purchase of
physician services in both Tucson and Boulder. The DOJ explained that by combining
United and PacifiCare “the acquisition will give United the ability to unduly depress
physician reimbursement rates in Tucson and Boulder, likely leading to a reduction in
quantity or degradation in the quality of physician services.”* In other words the DOJ
found that a health plan’s power over physicians to depress reimbursement rates can be
harmful to patients — the ultimate consumers of health care. The market shares involved
were relatively modest: in excess of 35% in Tucson and in excess of 30% in Boulder
“for a substantial number of physicians in those areas.”

In response to the potential harm to competition, the DOJ required United to divest
contracts covering at least 54,517 members residing in Tucson, Arizona to yield a post-
merger market share equal to its pre-merger market share. Furthermore, the DOJ
required United to divest 6,066 members covered under its contract with the University
of Colorado. This divesture constituted nearly half of PacifiCare’s total commercial
membership in Boulder.

The antitrust laws protect not only consumers but any group of buyers, potentially
including a governmental buyer. Buyers of health insurance services have varying needs
and ability to secure competitive rates. An example of this is a case filed by the City of
New York challenging the merger between Group Health Incorporated (“GHI”) and the
Health Insurance Plan of greater New York (“*HIP”) in the fall of 2006.* There are
numerous health insurance competitors, including HMOs and PPOs in the New York
City market, but for the low cost product required by the City and affiliated entities the
only rivals were GHI and HIP. The case alleged that the merger of GHI and HIP would
create a monopoly in the New York metropolitan area market for low cost health
insurance purchased by the City of New York and its employee unions together with the
city’s employees and retirees as well as 35 other employers with ties to the city and their
employees and retirees such as the Housing Authority, the Metropolitan Museum of Art
and universities (all of which participate in the New York City health benefits program).
The case alleges that city employees and retirees and those individuals who participate in

Y United States v. UnitedHealth Group Inc., Case No. 1:05CV02436 (D.D.C. Dec. 20, 2005), available ar
http://www.usdoj.gov/atr/cases/f213800/213815.htm

¥ United States v. UnitedHealth Group, Competition Impact Statement at 8, available at
http://www.usdoj.gov/atr/cases/f215000/215034.htm,

'8 City of New York v. Group Health Inc., et al, (S.D.N.Y. 2006).
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the health benefits program would be faced with increased costs for insurance and
reduced service if the merger were consummated. Litigation in the case is ongoing, but it
suggests the broad range of markets that can be adversely affected by a merger.

IV. SPECIAL INFORMATION CONCERNS FOR HEALTH
INSURANCE MERGERS

In determining the competitive effect of a merger the crucial issue is the impact on the
consumer, the ultimate beneficiary of the insurance system. The questions to be
examined include will consumers have to pay more for insurance in higher premiums or
deductibles, will they suffer from poorer service such as longer waiting times or deterred
services, and will they suffer from lower quality of care? Since consumers can not vote
on a merger,'” how does the Commissioner, antitrust enforcer, or the courts evaluate the
impact of a merger on consumers?

Insurance companies, employers, unions and buyers of insurance (“plan sponsors”), and
health care providers will all have views of the impact of the merger on consumers. The
views of the insurance companies can not be determinative, since they have an obligation
to their stockholders to maximize profits.

The views of plan sponsors are relevant, but their failure to object to a merger may not be
of significant evidentiary value. Plan sponsors represent the interests of their subscribers
and thus may be concerned with the exercise of monopoly power leading to higher
premiums. However, as antitrust authorities have recognized in many merger
investigations, buyers of services may be very reluctant to complain about a merger for a
variety of factors. They may simply pass on higher post-merger prices to the ultimate
customer. In the health insurance area, although plan sponsors may be concerned about
the cost of health insurance they may be less sensitive to the reduction in quality or
service that may result from a merger. Finally, a customer may fear retribution post-
merger.”® This may particularly be the case in Nevada where the acquired firm will
remain as the largest insurer even if the merger is denied. Thus, the fact that plan
sponsors do not complain, or actually support a merger, should not be determinative of a
merger’s likely competitive effect.”

' Fortunately, the Commissioner has decided to hold an extensive series of hearings on the merger and
provided a significant opportunity for public comment. The majority of the public comments filed by
consumers to date oppose the merger.

" There are a wide variety of reasons why customer support of a merger may not be particularly probative.
See Ken Heyer, Predicting the Competitive Effects of Merger by Listening to Buyers, 74 Antitrust L.L. 87
(2007); Joseph Farrell, Listening to Interested Parties in Antitrust Investigations: Competitors, Customers,
Complementors, and Relativity, Antitrust, Spring 2004 at 64 {explaining why customers may support an
otherwise anticompetitive merger).

¥ In several cases courts have enjoined mergers even where customers testified in support of the merger.
See FTC v. HJ. Heinz Co , 246 F.3d 708 (D.C. Cir. 2001){customers strongly supported merger); United
States v. United Tote, 768 F. Supp. 1064, 1084-85 (D.Del. 1991)(enjoining merger despite testimony of
“numerous buyers” that the merger would be procompetitive in creating a stronger rival to a dominant
firm), United States v. Ivaco, 704 F. Supp. 1409, 1428 (W.D. Mich. 1989)(all testifying customers
supported merger); FTC v. Imo Indus., 1992-2 Trade Cas. (CCH) § 69,943, at 68,559 (D.D.C. 1989).
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On the other hand healthcare providers may be a far more superior representative of the
consumer interest and their concerns deserve careful attention. Physicians and other
healthcare providers directly experience the diminution of service and quality when so-
called cost containment efforts go too far. Physicians serve as advocates for the patient,
especially in the often adversarial setting of managed care. Since health care providers
experience first hand the impact of reductions in service they are more sensitive to the
potential exercise of market power by health insurance. It is important to recognize in
evaluating the concerns raised by providers that they are not just complaining about
decreased compensation. Rather the issues raised by health care providers are central to
concerns over quality of care: reduced services, greater waiting times, unacceptably short
hospital stays, postponed or unperformed medical treatments, suboptimal alternative
medical treatments, laboratory tests not performed, and other output restrictions on health
services.

IV. COMPETITIVE ANALYSIS OF THE UNITED-SIERRA MERGER

Health Insurer Concentration: Harm To Buyers

The concentration of the health insurance industry has increased nationally due to a
tremendous number of mergers and acquisitions and numerous smaller insurers exiting
the industry.®® Over the past 10 years there have been over 400 health insurer mergers.
United has acquired several firms including California-based PacifiCare Health Systems,
Inc., Oxford Health Plans, and John Deere Health Plan, increasing its membership to 32
million. Similarly, WellPoint, Inc. now owns Blue Cross plans in 14 states. Together,
WellPoint and United control over 33 percent of the U.S. commercial health insurance
market.

This increase in concentration has not benefited consumers. Studies indicate that health
insurance premiums have increased at a rate more than twice the rate of inflation or the
rate of increases in worker’s earnings. Average annual premium increases have ranged
from 8.2% to 13.9 % since 2000.*' Moreover, since 2000, the number of employers
offering health coverage benefits has decreased by nearly 10%. Studies indicated that
medical benefits have not expanded despite premium increases. In contrast, health
insurer profits have increased by 246% in the aggregate over the past decade.”

Consumers in highly concentrated health insurance markets are most vulnerable to
insurance premium increases without comparable benefit increases, mirroring data of
escalating health costs on the national level. One study found that more than 95% of
Metropolitan Statistical Areas (MSAs) had at least one insurer in the combined
HMO/PPO market with a market share greater than 30% and more than 56% of MSAs

* Victoria Colliver, “Insurer’s Mergers Limiting Options: Health Care Choices Are Narrowing Says Study
by AMA,” San Francisca Chronicle, April 18, 2006 (last viewed 7/8/07) http://sfgate.com/cgi-
bin/article.cgi?file=/chronicle/archive/2006/04/18/BUGUQIAH 161 DTL&type=business

*1 Kaiser Family Foundation and Health Research and Educational Trust, Employer Health Benefits: 2006
Summary of Findings, 2006 (last viewed 7/8/2007) http://www.kff.org/insurance/7527/upload/7528.pdf

* Laura Benko, “Monopoly Concerns: AMA asks Antitrust Regulators to Restore Balance,” Modern
Physician, June 1, 2006,
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had at least one insurer with market share greater than 50%.” In concentrated MSAs
such as these, there is a much greater likelihood that one firm, or a small group of firms,
could successfully exercise market power and profitably increase prices or decrease
compensation leading to less quality or service. As one prominent health care professor
has observed in testimony before the U.S. Senate Judiciary Committee:

What is so important about the sheer number of competitors? Econometric
evidence shows that in the managed care field, an increase in the number of
competitors is associated with lower health plan costs and premiums; conversely,
a decrease in the number of competitors is associated with increases in plan costs
and premiums. The evidence also shows that the sheer number of competitors
exerts a stronger influence on these outcomes than does the penetration level
achieved by plans in the market.”

As we discuss below, the heaith insurance markets in the state of Nevada, especially
Clark County, are highly concentrated, and the merger of Sierra with United is likely to
substantially harm competition and consumers.

Harm to Competition in Nevada from the United-Sierra Merger

Correctly defining an economically meaningful market is essential for ensuring that
consumers of that market do not become subject to market power due to increases in
market concentration and decreases in competition as a result of a merger. The key
question in this merger as in other mergers is the definition of the relevant product
market. The courts have held that a relevant product market “must be drawn narrowly to
exclude any other product to which, within reasonable variations and price, only a limited
number of buyers will turn.” Times-Picayune Pub. Co. v. United States, 345 U.S. 594,
612 n.31 (1953). Market definition focuses on demand substitution facts, and whether or
not consumers would or could turn to a different product or geographic location in
response to a “small but significant non-transitory increase in price.”” Typically, the
antitrust agencies and the courts have implemented this test by seeking to identify the
smallest group of products over which prices could be profitably increased by a “small
but significant” amount (normally 5 percent) for a substantial period of time (normally
one year).”

 Edward Langston, “Statement of the American Medical Association to the Senate Committee on the
Judiciary United States Senate: Examining Competition in Group Health Care,” Sept. 6, 2006 (last viewed
7/8/07) http://www.ama-assn.org/amal/pub/upload/mm/399/antitrust090606.pdf.

* Testimony of Professor Lawton R. Burns re. the Highmark/Independence Blue Cross Merger, before the
Senate Judiciary Committee (April 7, 2007).

 According to the Merger Guidelines, “[a] market is defined as a product or group of products and a
geographic area in which it is produced or sold such that a hypothetical profit-maximizing firm, not subject
1o price regulation, that was the only present and future seller of those products in that area would likely
impose at least a *small but significant nontransitory” increase in price, assuming the terms of sale of all
other products are held constant.” Merger Guidelines § 1.0.

® FTCv. Staples, 970 F. Supp. at 1076 n.8; Merger Guidelines § 1.11, at 5-6.

10
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In health insurance mergers the DOJ has reached different, although not inconsistent,
conclusions as to the relevant product market. For example, in the Aetna-Prudential
merger DOJ concluded that the relevant product markets were the sale of health
maintenance organization (“HMO”) and HMO-based point of service (“HMO-POS™)
health plans. The DOJ noted that HMO and HMO-POS products differ from PPO or
other indemnity products in term of benefit design cost and other factors. HMOs provide
superior preventative care benefits, place limits on treatment options and generally
require the use of a primary care physician “gatekeeper.” PPO plans are not structured in
that fashion and do not emphasize preventative care. HMOs were perceived as being
better devices to control costs and configure benefits. In addition, both the insurers and
buyers of insurance services perceived PPOs and HMOs as being separate products.
Thus, the DOJ concluded that the elasticity of demand for HMOs and HMO-POS plans
are sufficiently low that a small but significant price increase for these plans would be
profitable because consumers would not shift to PPO and other indemnity plans to make
the increase unprofitable.

In United/PacifiCare, the DOJ defined a relevant product market as the sale of
commercial health insurance to small group employers. This market consisted of
employers with 2-50 employees. These employers were particularly susceptible to
potential anticompetitive conduct because they lacked a sufficient employee population
to self-insure and they lacked the multiple locations necessary to reduce risk through
geographic diversity. In addition the manner in which commercial health insurance was
sold also distinguished the small and large group markets. Large employers were more
likely than smaller employers to be able to successfully engage extensive negotiations
with United and PacifiCare.

We believe that both an HMO and small employer market may be adversely affected by
the United-Sierra merger.” Surveys demonstrate that consumers do not perceive HMOs
and PPOs as substitute products and consumers believe that they differ in terms of benefit
design, cost, and general approaches to treatment.”® PPOs tend to provide more flexibility
in selection of physicians and specialists and tend to be more expensive. In contrast,
HMOs focus more on preventative medicine but limit treatment options and require
referrals from a “gate keeper” for many procedures. Consumers with special health needs
and those relying more on strong relationships with their physicians would generally not
be satisfied if forced to subscribe to an HMO with restrictions on personal choices. “A
small but significant price increase in the premiums for HMOs and HMO-POS plans
would not cause a sufficient number of customers to shift to other health insurance
products to make such a price increase unprofitable,”

z Defining the market in terms of a single product is appropriate since the Nevada statute provides that the
Commissioner can deny a merger application if she “determines that an acquisition may substantially
lessen competition in any line of insurance in this state or tends to create a monopoly.” NRS 692.258(1).
 See United States v. Aetna, Revised Complaint Impact Statement, Civil Action 3-99CV1398-H
(N.D.Tex, 1999).

P 1d

11



76

Moreover, small employers are less likely to have significant alternatives in response to a
price increase by the merged firm. Small employers are unable to self-insure and have
little power to negotiate better rates.

The relevant geographic market seems to be a fairly straightforward matter since health
care services are primarily local. From the perspective of the buyers of insurance
services, employers want insurance where the employees work and live. Thus in
Aetna/Prudential, the DOJ concluded “the relevant geographic market in which HMO
and HMO-POS plans compete are thus generally no larger than the local areas within
which HMO ... enrollees demand access to providers. ... As a result, commercial and
government health insurers -- the primary purchasers of physician services -- seek to have
their provider network’s physicians whose offices are convenient to where their enrollees
work or live.”

In this merger the likely geographic markets are Clark County, Nevada and the larger
geographic market of the State of Nevada. Consumers faced with an increase in prices
for HMOs are unlikely to travel a long distance away from homes or places of business to
in order to escape price increases and purchase HMO services at a lower price.

Generally, consumers are reluctant to travel lengthy distances when they are sick.
Moreover, virtually all managed care companies provide networks in localities where
employees live and work, and they compete with the other local networks.® Thus, we
believe the proper relevant markets are the provision of HMO services in Clark County
and Nevada.”

Concentration and Competitive Effects

Once the market is defined antitrust authorities and the courts calculate market shares and
concentration levels (using the Herfindahl-Hirschman Index (HHI)). This merger will
lead to an unprecedented level of concentration. In the Clark County HMO market
United’s market share will increase from 14 to 94%. If PPOs are included, United’s
market share increases from 9% to 60%. Regardless of how the product market is
defined United is clearly a dominant firm, far larger than the post merger market shares
of the combined Aetna/Prudential or United/PacifiCare in those markets where DOJ
brought enforcement actions. Even in a Nevada HMO market, the market share increases
from 12% to 80% and in a Nevada HMO-PPO market United’s market share increases
from 7% to 48%. Simply put, post-merger United will be a dominant firm no matter how
the market is defined. )

Measuring concentration using the HHI leads to similar results. The Merger Guidelines
define a market with an HHI over 1800 as “highly concentrated” and an increase over
100 is “likely to create or enhance market power or facilitate its exercise.” The post-
merger HHI for HMOs in the state of Nevada is 4,871 and the post-merger increase in
HHI is 1,625. The HMO market in Clark County is even more concentrated, with a post

30

1d
*' As to the market for the sale of health insurance products to small employers we have no reason to
believe the concentration measures differ significantly from the HMO market.

12
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merger HHI of 8,884 and a post-merger increase in HHI of 2,235, These exorbitantly
high HHIs support the presumption that a merger between the two largest HMOs in the
highly concentrated Nevada HMO market would likely create or enhance market power
or facilitate its exercise. The market share data obtained form the Nevada State Health
Division is provided below. (Figure 1).

Figure 1. Market Share Data for the HMO Market in Nevada and Clark County.”

Clark
Nevada County
Market
HMO # patients Market Share | HMO Members Share
Sierra Health Plan 279,679 68% Sierra Health Plan 267,274 80%
United PacifiCare 48,196 12% United PacifiCare 47,242 14%
Aetna 9,108 2% Aetna 8,296 2%
WellPoint 11,365 2.70% Nevada Care 10,639 3%
Hometown Health 23,281 6% WellPoint 1,297 0.05%
Saint Mary's Healthfirst 27,411 7% Total 334,748 29%
NevadaCare 10,827 2.60%
Total 409,867 100%

The Nevada and Clark County markets are highly concentrated, no matter how defined.
The parties may suggest that this is of little import because the increase in concentration
is not substantial because United currently has a relatively modest market share. Such an
argument is inconsistent with the facts and the law. United is the largest health insurer in
the United States and the second largest rival in the market, with the ability and incentive
to expand competition. As to the law as the Supreme Court has acknowledged, “if
concentration is already great, the importance of preventing even slight increases in
concentration is correspondingly great.””

As important, the combined United-Sierra will be substantially larger than its next closest
rival. In the Nevada HMO market it will be over 10 times larger (80% to 7% for the
second largest firm) and in the Clark County market it will be over 30 times larger (94%
to 3%). The courts have recognized that smaller rivals are far less likely to constrain the
conduct of a dominant firm post-merger, and have enjoined mergers with far smaller
disparities in market share. United States v. Phillipsburg Nat’l Bank, 399 U.S. 350, 367
(1970) (merged firm three times the size of next largest rival); FTC v. PPG, 798 F.2d
1500, 1502-03 (D.C. Cir. 1986)(two and one-half times as large). Where a merger
produces a firm that is significantly larger than its closest competitors, it increases the
likelihood that the firm will be able to raise prices, decrease compensation, and reduce
quality without fear that the small sellers will be able to take away enough business to
defeat the price increase. See United States v. Rockford Mem. Corp., 898 F.2d 1278,
1283-84 (7th Cir.) (Posner, J.), cert. denied, 498 U.S. 920 (1990); H. Hovenkamp,
Federal Antitrust Policy § 12.4¢ (1993) (“markets may often have small niches or
pockets where new firms can carve out a tiny position for themselves without having
much of an effect on competitive conditions in the market as a whole”).

* Data provided from the Nevada State Health Division.
% United States v. General Dynamics Corp., 415 U.S. 486, 497 (1974).
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Combined PPO and HMO markets

Using a definition of the health insurance product market as the combination of HMOs
and PPOs, the health insurance market in Nevada is highly concentrated, and the United-
Sierra merger would substantially increase the likelihood of competitive harm.

The market share for Sierra and United combined in Nevada is 48%, while in Clark
Country the combined United-Sierra markets share is 60%. The post-merger HHI for the
Nevada and Clark County markets are 3372 and 5244, respectively, The increase in the
HHI market resulting from the United-Sierra merger is 555 for the state of Nevada and
921 for Clark County. Data of market shares from the Nevada State Health Division for
the HMO and PPO markets is provided in Figure 2.

Figure 2. Market Share Data for the HMO/PPO Market in Nevada and Clark County.”

Conclusion on the Impact of the United-Sierra Merger on Consumers

As the U.S. Supreme Court has held where a merger results in a significant increase in
concentration and produces a firm that controls an undue percentage of the market, the
combination is so inherently likely to lessen competition substantially that it “must be
enjoined in the absence of evidence clearly showing that the merger is not likely to have
such anticompetitive effects.” United States v. Philadelphia Nat'l Bank, 374 U S. 321,
363 (1963). The United-Sierra merger clearly raises extraordinary and unprecedented
levels of concentration which raise serious concerns about this merger. Nevada is in need
of greater competition, not less. Further consolidation among the limited health plan
providers in Nevada poses a substantial threat of harming customers, increasing the costs
of health care, and decreasing access to quality health care and the quality of health. This
merger clearly “would likely be harmful or prejudicial to the members of the public who
purchase insurance” and thus should be denied.

** Data from the Nevada State Health Division.
% The market share for WellPoint in Clark County is overstated because in the absence of data by territory,
ajl WellPoint customers were atlocated to Clark Country.
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Nevada Clark County *

Insurance Firm Members % Market Share Insurance Firm Members Market Share
Aetna Health Inc., 9,108 1.18% | Sierra 297,825 51.35%
Sierra Health 312,702 40.67% | WellPoint 231,971 39.99%
WeliPoint 231,971 30.17% | United 50,210 8.66%
Hometown Health 99,189 12.90% | Total 580,006 100.00%
NevadaCare 20,331 2.64%

United Pacific Care 52,456 6.82%

Saint Mary's Health
First 43,141 5.61%
Total 768,898 100.00%
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Health Insurance Concentration: Harm to Health Care Professionals

and Quality of Care

The nature of the health care industry facilitates the potential for a dominant health
coverage or insurance firm to exercise market power (or monopsony) over individuals
selling health care services within a geographic region. Because medical services can be
neither stored nor exported, health care professionals generally must sell their services to
buyers (insurance firms and their customers) in a relatively small geographic market.
Refusing the terms of the dominant buyer, physicians may suffer an irrevocable loss of
revenue. Consequently, a physician’s ability to terminate a relationship with an insurance
coverage plan depends on her ability to make up lost business by switching to an
alternative insurance coverage plan. Where those alternatives are Jacking a physician
may be forced to reduce the level of service in response to a decrease in compensation.

Not all insurance providers are equal from the perspective of a health care provider. A
smaller insurance company with fewer covered lives may not be an attractive alternative.
Health care providers who depend on an insurance program for all or most of their
income are at a substantial disadvantage when there are not competing programs
available; when they switch programs, they tend to lose the patients who have that
particular coverage. It makes little sense for a provider to switch to an insurer who has a
substantially smaller market share because there won’t be enough patients to sustain the
practice. Thus, it is critical for insurance regulators to maintain a competitive market in
which health care providers have significant competitive alternatives.

In the Aetna/Prudential and United/PacifiCare mergers, the DOJ raised monopsony
concerns in markets for purchasing physicians services where the market shares were far
less substantial than they are in Clark County. For example, in United/PacifiCare the
DO]J alleged that the combined firm would account for an excess of 35% in Tucson and
over 30% in Boulder.

In addition, it is important to recognize that it may be appropriate to prevent a firm from
securing monopsony power even if it faces a competitive downstream market. In other
words there may be antitrust concerns if a health insurer can lower compensation to
providers even if it can not raise prices to consumers. For example, in United/PacifiCare
the Division required a divestiture based on monopsony concerns in Boulder even though
United/PacifiCare would not necessarily have had market power in the sale of health
insurance. The reason is straightforward ~ the reduction in compensation would lead to
diminished service and quality of care, which harms consumers even though the direct
prices paid by subscribers do not increase.*

* See Marius Schwartz, Buyer Power Concerns and the Aetna-PrudentialMerger, Address Before the 5th
Annual Health Care Antitrust Forum at Northwestern University School of Law 4-6 (October 20, 1999)
(noting that anticompetitive effects can occur even if the conduct does not adversely affect the ultimate
consumers who purchase the end-product), available at
http://'www.usdoj.gov/atr/public/speeches/3924. wpd.
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Underlying the monopsony analysis in these cases is the premise that physicians who
have a large share of reimbursements from the merged firm lack alternatives in response
to a reduction in compensation. As alleged in Aetna, they cannot retain or timely replace
a sufficient portion of those payments if the physicians stop participating in the plans.
Moreover, it is difficult to convince patients to switch to different plans.” Consequently,
according to the Division these physicians would not be in a position to reject a “take it
or leave it” contract offer and could be forced to accept low reimbursement rates from a
merged entity, likely leading to a reduction in quantity or degradation in quality of
physician services.

The merging parties may suggest that there is some safe harbor for mergers leading to a
market share below 35%. As the DOJ enforcement action in Boulder demonstrates that is
not the case. The unique nature of health care provider services explains why
monopsony concerns are raised at lower levels of concentration than may be appropriate
in other industries. If a health care provider’s output is suppressed by a reduction in
compensation, then it is a lost sale that cannot be recovered later. Physician services can
not be stored for later sale. As the DOJ observed in United/PacifiCare: “A physician’s
ability to terminate a relationship with a commercial health insurer depends on his or her
ability to replace the amount of business lost from the termination, and the time it would
take to do so. Failing to replace lost business expeditiously is costly.”® The DOJ
observed that there are limited outlets for physician services: “There are no purchasers to
whom physicians can sell their services other than individual patients or the commercial
and governmental health insurers that purchase physician services on behalf of their
patients.”® As a former DOJ official observed “these factors explain why the
Department concluded that shares below 35 percent, in the particular markets at issue,
sufficed to allege competitive harm.”*

Again the proponents of health insurance mergers may suggest that regulators should take
a benign view about the creation of monopsony power because health insurers are
“buyers” acting in the interest of reducing prices. As we suggested earlier this view is
mistaken. Health insurers are not true fiduciaries for insurance subscribers. Plan

7 As alleged in the United complaint, physicians encouraging patients to change plans “is particularly
difficult for patients employed by companies that sponsor only one plan because the patient would need to
persuade the employer to sponsor an additional plan with the desired physician in the plans’s network” or
the patient would have to use the physician on an out-of-network basis at a higher cost. Complaint at
?aragraph 37.

* Complaint at paragraph 36,
% Complaint, at paragraph 33.
* Mark Botti, Remarks before the ABA Antitrust Section, “Observations on and from the Antitrust
Division’s Buyer-Side Cases: How Can “Lower” Prices Violate the Antitrust Laws,” He also noted that:
“Physicians have a limited ability to maintain the business of patients enrolled in a health plan once the
physician terminates. Physicians could retain patients by encouraging them 1o switch to another health plan
in which the physician participates. This is particularly difficult for patients employed by companies that
sponsor only one plan because the patient would need to persuade the employer to sponsor an additional
plan with the desired physician in the plan’s network. Alternatively, the patient may remain in the plan,
visiting the physician on an out-of-network basis. The patient would be faced with the prospect of higher
out-of-pocket costs, either in the form of increased co-payments for use of an out-of-network physician, or
by absorbing the full cost of the physician care.” Complaint at paragraph 37.
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sponsors may have a limited concern over the product based on the cost of the insurance,
and not the quality of care. Furthermore, health coverage plans operate in the interest of
a group, not in the best interest of individual patients. Consequently, insurance firms can
increase profits by reducing the level of service and denying medical procedures that
physicians would normally perform based on professional judgment. In the absence of
competition among insurers, patients are more likely to pay for these procedures out-of-
pocket or forego them entirely. Ultimately, the creation of monopsony power from a
merger can adversely impact both the quantity and quality of health care.

Finally, the evidence from mergers throughout the U.S. strongly suggests that the
creation of buyer power from health insurance consolidation has not benefited
competition or consumers. Although compensation to providers has been reduced health
insurance premiums have continued to increase rapidly. Moreover, evidence from other
mergers suggests that insurers do not pass savings on from these mergers on to
consumers. Rather, insurance premiums increase along with insurance company profits.

Monopsony In the Health Care Markets of Nevada

United’s acquisition of Sierra would give it unique control over the physicians serving
the HMO and HMO-PPO markets in Clark County and the State of Nevada. The merger
will combine the two largest HMOs with an 84% market share in Nevada and a 90%
market share in the Clark County, dramatically higher than the concentration in any
merger approved by the DOJ. In light of these high market shares, a physician faced with
unfair contract terms could not credibly threaten to leave the combined United-Sierra
health plan, except by departing Clark County.

The parties have suggested the markets for physician reimbursement are far less
concentrated. At the earlier hearing they suggested the merged firm would account for
only 17% of physician reimbursement in the state and 21% in Clark County. We do not
know the basis for the claimed reimbursement percentages. One should take United’s
estimates of market shares with a large grain of salt. In United/PacifiCare their lawyers
suggested the parties’ total share of physicians’ reimbursements likely were substantially
below the 35% threshold, but those estimates were rejected by DOJ. As one of their
advocates said “indeed the parties’ calculated their total shares of physician
reimbursements in the Tucson and Boulder MSAs were substantially lower than the
shares asserted in the complaint.™ The estimates of the proponents in the
Aetna/Prudential merger were also rejected by the DOJ.#

*! Fiona Schaeffer et al., “Diagnosing Monopsony and other issues in Health Care Mergers: an overview of
the United/PacifiCare Investigation,” Antitrust Health Care Chronicle (2006),

* The estimates of the level of physician reimbursement by the proponents of the Aetna/Prudential merger
were aiso rejected by the DOJ. The proponents suggested that the total amount of physician revenues
affected by the merger were far less than thirty percent according to public available data. According to the
proponents the merged firm would have accounted for about 20% of total physician revenues in Houston
and about 25% of total physician revenues in the Dallas Fort Worth area afier the transaction. In addition,
there were 14 HMOs in the Houston area and 12 HMOs in Dallas. See Robert E. Bloch et al. “A New and
Uncertain Future for Managed Care Mergers: An Antitrust Analysis of the Aetna/Prudential Merger.” Yet
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Monopsony power exercised by HMOs and health insurance plans, like high medical
malpractice insurance premiums, has the potential to drive health care professionals out
of geographic regions and even into other professions. The Nevada health care market
currently faces one of the largest shortages of doctors and nurses in the country.® It
ranks 49™ of the 50 states in physician coverage. Shortages of health care professionals
can become a vicious cycle admonishing others against entering the profession. Doctor
shortages increase with shortages of nurses and increases in insurance costs.* Nationally,
it has become less attractive to become a physician because of the enormous cost
associated with medical education, long years of schooling and residencies, and increased
difficulty in earning a living.*® Recently, Nevada has implemented programs to attract
doctors from Mexice and train doctors in Mexico at the Universidad Autonoma de
Guadelajara.*

Similar problems exist in nursing. Under staffed nursing departments require nurses to
work over-time, work more holiday shifts, and undertake more responsibilities. These
conditions exacerbate protracted work-related stress and decrease the attractiveness of
working as a nurse in Nevada. Moreover, reduced flexibility for time-off and patient
dissatisfaction resulting from overworked nurses is generally associated with lower levels
of job-satisfaction and higher turnover rates.”’

Conclusion on the Impact on Health Care Professionals and Quality of Care

The United-Sierra merger poses a substantial threat to competition leading to reduced
compensation for health care professionals who may be forced to reduce service and
quality of care. This reduced quality of care “would likely be harmful or prejudicial to
the members of the public who purchase insurance.” Further consolidation in the HMO
and health coverage markets in Nevada may have detrimental short-term and long-term
cffects by exacerbating the crisis of the health professional shortage. Competition is
essential to the delivery of high quality health care services. The United-Sierra merger
will further distort the already concentrated and inefficient Nevada health care market.

the DOJ required an enforcement action to address monopsony concerns in spite of these alleged low
shares of reimbursement.

* See Lawrence Mower, “Help Sought South of the Border,” Las Vegas Review Journal, Jan. 22, 2007; see
also Lenita Powers, “"Big Day at Lawlor,” Reno Gazette, Dec. 9, 2006 (expressing that nurses in Nevada
are in a desperately short supply, especially OR nurses).

* See Lawrence Mower, “Help Sought South of the Border,” Las Vegas Review Journal, Jan. 22, 2007;

:: };wrence Mower, “Help Sought South of the Border,” Las Vegas Review Journal, Jan. 22, 2007.

7 See Jennifer Kettle, Factors Affecting Job Satisfaction in the Registered Nurse, Journal of Undergraduate
Nursing Scholarship, Fall 2002 (last viewed July 9, 2007)

http://www juns.nursing.arizona.edw/articles/Fall%202002/Kettle.htm .
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Barriers to Entry are High

As noted earlier, entry can be a factor in the analysis of a merger that may reverse the
presumption of anticompetitive effects. The courts have required that “entry into the
market will likely avert the anticompetitive effects from the acquisition.” FTC v. Staples,
970 F. Supp. 1066, 1086 (D.D.C. 1997). Entry must be “timely, likely insufficient in its
magnitude, character and scope to deter or counteract the competitive effects” of a
proposed acquisition. Merger Guidelines § 3.0.

The barriers to entry in the HMO and health insurance markets in Nevada and Clark
County are very high. There has been relatively little recent entry into either Clark
County or Nevada. The fact that United, the largest health insurer in the U.S., chose to
enter into Nevada through two acquisitions — PacifiCare and Sierra — suggests the
significantly difficulty of de novo entry in these markets.

Generally, entry into health insurance markets is difficult. The health care industry does
not fit the traditional model of perfect competition as expounded by the Chicago School.*®
For example, there is a high degree of “lock-in” because plan sponsors cannot disrupt the
medical treatment of countless employee/patients. New entrants are vulnerable to the
high switching costs that characterize the health insurance industry. Many consumers
have no choice for health coverage plans and must accept the plan provided by an
employer. Other consumers can only switch during an “open enroliment” season.
Doctors cannot easily switch their patients to a different health plan and, in the absence of
a large number of patients enrolled in a plan, a doctor may find that additional claim
processing costs exceed the benefits of carrying an additional health coverage provider.
Similarly, doctors may be reluctant to switch plans because earnings lost in pursuit of
new patients and alternate third-party payers may lead to exorbitant losses.”

Developing an HMO from scratch requires extensive expenditure on recruiting and
maintaining health professionals, developing computer information systems and data
banks, and high expenditures on overhead and clinicat facilities. De novo entry is very
challenging since new entrant must develop a reputation and product recognition with
purchasers to convince them to disrupt their current relationships with the dominant

“® See Thomas Greaney, Chicago’s Procrustean Bed: Applying Antitrust Law in Health Care, 71 Antitrust

L.J. 857 ni (2004)(“Perfectly competitive markets demonstrate the following four characteristics:

(1) perfect product homogeneity (2) large numbers of buyers and sellers (3) perfect knowledge of market
conditions by all market participants and (4) complete mobility of al! product resources.”)

* Moreover, most employee/patients are limited to the physicians within the plan sponsors contract.
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health insurers.”® As a recent DOJ/FTC report on health care competition reported, there
has been relatively little de novo entry by national health insurers.”

Not surprisingly the DOJ has recognized the substantial barriers to entry and expansion in
health insurance markets. In the Aetna/ Prudential merger, the DOJ found substantial
entry barriers. Certainly Dallas and Houston were attractive markets for health insurers.
Both markets had a substantial number of alternative health insurers capable of
expansion. And there were numerous competitors in other Texas markets that were
capable of entering into these markets. Yet the DOJ found substantial entry barriers and
that entry could take two to three years and cost up to $50 million.”? In particular it found
that it was “vnlikely that a company that currently provides PPO or indemnity health
insurance in either Dallas or Houston would shift its resources to provide an HMO or
HMO-POS plan” in either market.”

Entry barriers are even more substantial in Nevada and Clark County. The shortage of
health care professionals in Nevada increases barriers to entry because new entrants are
unlikely to be able to contract with an adequate number of health professionals to attract
new plan sponsors and enrollees. Moreover, when a dominant HMO maintains a high
market share, other health providers may perceive or experience higher rates of adverse
selection, mora] hazard, and general vulnerability to tactics by a dominant HMO to raise
rival’s costs. Experience indicates that new HMOs have not historically entered highly
concentrated markets after a merger occurs.

The parties may also suggest that some of the smaller HMOs and health insurance
providers in Nevada may be able to expand post-merger to prevent any anticompetitive
effects, This is extremely unlikely because the fringe firms are currently so extremely
small and far smaller than a combined United-Sierra. In cases with an even far smaller
size disparity between the merged and fringe firms courts have declined to find that small
players might suddenly expand to constrain a price increase by leading firms. United
States v. Philadelphia Nat'l Bank, 374 U.S. 321, 367 (1963); United States v. Rockford
Mem. Corp., 898 F.2d 1278, 1283-84 (7" Cir. 1990)(“three firms having 90 percent of
the market can raise prices with relatively little fear that the fringe of competitors will be
able to defeat the attempt by expanding their own output to serve customers of the three
large firms”).

*® At the FTC/DOJ Health Care hearings, a former Missouri Commissioner of Insurance suggested that new
entrants “face a Catch 22 —~ they need a large provider network to attract customers, but they also need a
large number of customers to obtain sufficient price discounts from providers to be competitive with the
incumbents.” In addition, he observed that there is a first mover, or early mover, advantage in the HMO
industry, possibly resulting in later entrants having a worse risk pool from which to recruit members. He
also observed reputation may inhibit entry. See Improving Health Care: A Dose of Competition, A Report
by the Federal Trade Commission and the Department of Justice, Chapter 6 at 10 (July 2004), available at
http://www.usdoj.gov/atr/public/health_care/204694/chapter6.him#3,

%' 1d. at 11 (citing testimony that the only successful entry of national plans has been by purchasing
hospital-owned local health plans).

32 n light of the health professional shortage in Nevada, these values could be understated.

** Complaint at paragraph 23.

** See Roger Noll, Buyer Power and Antitrust: “Buyer Power” and Economic Policy, 72 Antitrust L.J. 589,
2005.
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The small firm expansion claim was rejected by the DOJ in Aetna/Prudential, a case with
far smaller post-merger market shares and a far greater number of fringe firms:

Due not only to these costs and difficulties, but also to advantages that Aetna and
Prudential hold over their existing competitors -- including nationally recognized
quality accreditation, product array, provider network and national scope and
reputation -- existing HMO and HMO-POS competitors in Dallas or Houston are
unlikely to be able to expand or reposition themselves sufficiently to restrain
anticompetitive conduct by Aetna in either of these geographic markets.*

History demonstrates that one can not rely on new entry in Clark County. Few
competitors from the rest of Nevada have been able to successfully enter Clark County.
Attempting to enter into a market dominated by a single firm is a daunting task. There
may be several obstacles to expansion including cost disadvantages, efficiencies of scale
and scope and reputational barriers. In other mergers, the courts have found these types
of impediments to be significant barriers to entry and expansion. For example, in the
FTC’s successful challenge to mergers of drug wholesalers the court noted: “[t}he sheer
economies of scale and scale and strength of reputation that the Defendants already have
over these wholesalers serve as barriers to competitors as they attempt to grow in size.”
We believe similar obstacles exist for potential entrants in these markets..

Relying on promises of entry and expansion may be a risky path for competition and
consumers. In recent FTC/DOJ health care hearings, a former Missouri Commissioner of
Insurance discussed several HMO mergers that his office approved based on the parties’
arguments that entry was easy, that there were no capacity constraints on existing
competitors (there were at least ten HMO competitors), and that any of the 320 insurers
in the state could easily enter the HMO market. Unfortunately, those predictions were
mistaken and there has been no entry in the St. Louis HMO market since the mid-1990s.5
This experience should make any regulator cautious about relying on predictions of new
entry.

Efficiencies of the United-Sierra Merger are Minimal

The parties have not suggested that there are significant efficiencies that may resuit from
the merger. Under the Nevada statute, the Commissioner can consider efficiencies that

* Complaint at paragraph 24. In Aetna, the post-merger market shares were 44% and 62% and there were
between 10-12 smaller competitors capable of expansion. In this case, the post-merger market share is
greater than 90% and there are a handful of smaller competitors.

* FTCv. Cardinal Health, Inc., 12 F. Supp. 34, 57 (D.D.C. 1998); see United States v. Rockford Memorial
Hosp., 898 F.2d 1278, 1283-84 (7" Cir. 1990) (“the fact [that fringe firms] are so small suggests that they
would incur sharply rising costs in trying almost to double their output ... it is this prospect which keeps
them small’).

*7 Testimony of Jay Angoff, former Missouri Commissioner of Insurance, before the FTC/DOJ Healthcare

Hearings, Aprit 23, 2003 at 40-45, discussed at /mproving Health Care: A Dose of Competition, A Report
by the Federal Trade Commission and the Department of Justice, Chapter 6 at 10 (July 2004), available at
http://www.usdoj.gov/atr/public/health_care/204694/chapter6 htrm#3.
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either “create[] substantial economies of scale or economies in the use of resources that
may not be created in any other manner” or “substantially increase[] the availability of
insurance.”® In either case, the public benefit of either of these efficiencies must exceed
the loss of competition. This standard simply can not be met in this case where the
merger creates a dominant firm.

As a matter of U.S. merger law, efficiencies can justify an otherwise anticompatitive
merger in very limited circumstances. Those efficiencies which are considered under the
antitrust laws are solely those efficiencies which lead to improvements for consumers in
terms of lower prices, greater innovation or greater service and quality. Moreover, an
efficiency must be merger specific — that is it can not be achieved in any less
anticompetitive fashion. When a cost savings does not result in those benefits to
consumers it is not properly considered.

The record on recent health insurance mergers does not suggest that these mergers have
led to substantial benefits to consumers in lower prices, better quality of care or service.
Despite the occurrence of hundreds of health insurance mergers that have occurred in the
past decade, subscriber premiums have continued to rise at twice the rate of inflation and
physician fees.” Health benefits have not expanded with subscriber premiums.®
Consequently, the efficiencies in health insurance mergers deserve careful scrutiny and 2
heavy dose of skepticism.*

The actual record on efficiencies from health insurance mergers is spotty at best.
As Professor Lawton Burns has observed in Congressional testimony:

[T1he recent historical experience with mergers of managed care plans and other
types of enterprises does not reveal any long-term efficiencies.

[E]ven in the presence of [efforts to achieve cost-savings] and defined post-
integration strategies, scale economies and merger efficiencies are difficult to
achieve. The econometric literature shows that scale economies in HMO health
plans are reached at roughly 100,000 enrollees. ... Moreover, the provision of
health insurance (e.g., front-office and back-office functions) is a labor-intensive
rather than capital-intensive industry. As a result, there are minimal economies to
reap as scale increases. ... Finally, there is little econometric evidence for
economies of scope in these health plans - - e.g., serving both the commercial and
Medicare populations. Serving these different patient populations requires
different types of infrastructure. Hence, few efficiencies may be reaped from
serving large and diverse client populations. Indeed, really large firms may suffer
from diseconomies of scale.”

¥ NRS 692C.256(3).

3% Laura Benko, “Monopoly Concerns: AMA Asks Antitrust Regulators to Restore Balance,” Modern
Physician, June 1, 2006.

® Best Wire, “Study Says Competition in Health Markets Waning,” Best Wire Apr. 19,2006.

! See Laura Benko, “Bigger Yes, But Better?” Modern Health Care, March 19, 2007 .

2 Testimony of Professor Lawton R. Burns re. the Highmark/Independence Blue Cross Merger, before the
Senate Judiciary Committee (April 7, 2007).
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United’s actual record in achieving efficiencies is a mixed one at best. Bigger is not
necessarily better and a national platform is not better than a local one. To provide just
one example, United completely disrupted efficient working relationships between
University Medical Center and PacifiCare by replacing the local insurer’s claims
processing with a more bureaucratic national one.® This disruption in working
operations increased the number of unpaid claims and created other problems with
provider services. One need look no further than United’s track record for inadequate
claims processing over the past five years.

e The Nebraska Department of Insurance, which imposed a fine of $650,000,
the largest ever, on United Health for inadequately handling complaints,
grievances, and appeals.

¢ In March 2006, the Arizona Department of Insurance fined United $364,750
for violating state law by denying services and claims, delaying payment to
providers and failing to keep proper records.

¢ In December 2005, the Texas Department of Insurance fined United $4
million for failing to pay promptly, lacking accurate claim data reports and not
maintaining adequate complaint logs. They also had to pay restitution to
physicians.*

State imposed fines are an inadequate remedy for poor services to patients and doctors.
First, the actual payer of these fines is the consumer, because United can pass these fines
on to consumers in the form of higher premiums and co-payments. Second, fines pose no
solace to patients that may suffer the persistent hounding from creditors as a result of
unpaid insurance claims. Further consolidation will only enhance the likelihood of
shoddy claims service since consumers will have few rivals to turn to in response to poor
quality of service.

United may suggest the merger is procompetitive because it will lead to improved cost
containment initiatives. Of course, Sierra may adopt those measures without a merger.
In addition, although efforts to contain costs are rooted in legitimate needs, the actual
implementation of cost containment efforts can produce negative consequences for the
quality of health care provided to consumers. However, most cost containment efforts
center on decreasing utilization. Moreover, in concentrated markets, the likelihood of
administered pricing and agreements not to reimburse for a procedure is more likely.
Ultimately, the insurer’s gross margin increases by reducing access to care and the
quality of care for consumers.

The burden should be on the merging parties to demonstrate that the efficiencies they put
forward are not speculative, that they exceed the likely anticompetitive effects on
consumers and suppliers of services, and that the benefits will be passed on in the form of

© See Laura Benko, “Bigger Yes, But Better?” Modern Health Care, March 19, 2007 .
“ Marshall Allen, “Insurer Comes Here With a Trail of Fines From Other States,” Las Vegas Sun, June 20,
2007.
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lower premiums and better quality, rather than larger profits for shareholders. It is highly
unlikely that burden can be met in this case.

Recommendations

The United-Sierra merger poses a serious threat to competition in the provision of
insurance and health care services in Nevada, especially Clark County. This merger
requires heightened scrutiny given the currently high concentration of the health coverage
providers in the Nevada market and the current shortage of health care professionals in
the State. The merger should be denied because it “would ... substantially ... lessen
competition in insurance in Nevada or tend to create and monopoly,” through the creation
of a dominant health insurance provider particularly in Clark County. Moreover, it will
lead to a reduction in the level and quality of service thus harming and prejudicing “the
members of the public who purchase insurance.” Enhancement of Nevada’s health care
requires increased levels of competition and greater market efficiency, which cannot be
achieved through a merger between two of the States largest health insurance providers.
The likelihood of competitive harms from the United-Sierra merger is substantial, and the
procompetitive benefits de minimus. Pursuant to NRS 692C.258(1), we urge the
Commissioner to deny the merger application.
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